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ON THE PROBLEM OF CAPITAL BUDGETING 


Drran BoDENHORN* 
University of Chicago 


ind 
THE PROBLEM OF CAPITAL budgeting is to decide which of the avail- 
able investment opportunities a firm should accept and which it 
should reject. To make this decision rationally, the firm must have 
an objective. The objective which economists usually assume for a 
firm is profit maximization. In the traditional short-run theory of 
the firm, capital is fixed, and the firm seeks to maximize its dollar 
profits. In the long run the firm can either increase or reduce its — 
investment. It will increase investment if investment brings more 
than the normal rate of return on invested capital; it will reduce - 
investment if it brings less than the normal return on invested capi- 
tal; and it will maintain investment if it earns the normal return. 
y This is the same as profit maximization if we recognize that the nor- 
Re- [| mal rate of return on invested capital represents a cost rather than 
_  aprofit. The simple rule of profit maximization can then be applied 
to any investment project: a project should be accepted only if it 
_ adds to the profits of the firme after all costs including the cost of 
rate | capital, have been met. 
eof | In spite of this orientation of traditional theory, recent discussions 
of the capital-budgeting problem usually assume that the objective 
| is to maximize either (a) the wealth of the owners of the firm or 
(6) the rate of return” that the owners obtain on invested funds. 
Thus they suggest accepting investment projects which (a) increase 
the wealth of the owners of the firm or (5) yield a rate of return 
larger than the normal rate, since the owners would earn the normal 
rate if they invested elsewhere. 
The three criteria—profit maximization, wealth maximization, and 


of 


oan 


; *I am indebted to many people for helpful comments, criticisms, and suggestions. 

Special mention must go to Professors Fisher, Segall, Solomon, and Wellisz, although 
they should not be held in any way responsible for the egregious errors which may 
remain. 
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rate of return maximization—yield identical results as long as the 
earnings from the proposed investment projects are the same from 
year to year and extend forever. Most investment projects, however, 
are finite and have variable earning streams. It has been demon- 
strated that, for such projects, the rate of return criterion is unsatis- 
factory,’ and we shall not discuss it in this paper. Furthermore, the 
simple profit maximization criterion becomes ambiguous if profits_ 
vary from year to year, since the firm cannot maximize profits in 
each year. The solution is to use the normal rate of return to deter- 
mine the present value of the variable future profits and to conclude 
that a project is profitable if the present value of the profits is greater 
than zero. 

Wealth maximization requires maximizing the difference between 
the owners’ equity in the firm and their investment in the firm. This 
subtraction is required because an increase in equity which is bal- 
anced by owners’ investment does not increase owners’ wealth, since 
the investment is part of the owners’ wealth whether it is put into 
the firm or not.? Thus the objective is to maximize the capital gain 
obtained from the owners’ investment. 

The owners’ equity is the present (discounted) value of the future 
earnings of the firm, whether there is a well-established market for 
this equity, as for companies whose stocks are traded on the security 
exchanges, or whether there is no market for the equity, as for most 
small firms. The owners’ wealth will increase only if the present value 
of the earnings stream is larger than the owners’ required investment. 
If the discount rate used in determining the present value of the 
earnings stream is the normal rate of return used in determining 
economic profit, then an investment project will increase the owners’ 
wealth if and only if it yields a profit over and above the normal rate 
of return. Thus profit maximization and wealth maximization are 


1. See J. Hirshleifer, “On the Theory of Optimal Investment Decision,” Journal of 
Political Economy, August, 1958, pp. 329-52; A. A. Alchian, “The Rate of Interest, 
Fisher’s Rate of Return over Cost, and Keynes’ Internal Rate of Return,” American 
Economic Review, December, 1955, pp. 938-43; and Ezra Solomon, “The Arithmetic of 
Capital Budgeting Decisions,” Journal of Business, April, 1956, pp. 124-29. 

The major criticism of the (internal) rate of return is that it assumes that funds 
which are made available early in the life of the investment can be reinvested to earn 
the (internal) rate of return for the project as a whole. It may easily be that no such 
profitable investment opportunity can be found and that, if one can be found, it should 
be seized whether or not current investment projects make the necessary funds avail- 
able. Future investment projects are relevant only if they depend upon the current in- 
vestment project. 


2. Unless, of course, the owners borrow the necessary funds. But even in this case 
the increment in owners’ wealth is the difference between the increased equity and the 
borrowings. 
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equivalent.* I shall therefore adopt the criterion of wealth maximiza- 
tion as the cbicctive of ies decisions. 

The capital-budgeting problem is not solved, however, simply by 
recognizing that the firm should seek to maximize the owners’ wealth. 
The effect of any particular investment project upon the earnings 
stream of the firm and the (interest) rate at which to discount this 
stream must both be determined before one can determine the effect 
on owners’ equity. There are differences of opinion among economists 
about both the specific earnings stream and the specific discount 
rate to use. There are four earnings streams which have received 
major attention in the literature: net cash flow, net income, net in- 
come plus interest payments, and dividends. Each of these earnings 
streams has a companion discount rate, but there are unfortunately 
no standard terms to identify these rates. The purpose of this paper 
is to examine these four earnings streams, with their discount rates, 
to determine which is appropriate to the capital-budgeting problem. 


I. Net CasH 


The net cash flow‘ associated with an investment project in any 
year is defined as the difference between the (expected) cash earnings 
of the enterprise during that year if the project is accepted and the 
(expected) cash earnings during that year if the project is rejected. 


3. Assume an investment project which requires an investment of J, on the part of the 
owners of the firm and yields an income stream x, Xo, Xg, . . . , X,- If the normal rate 
of return is r, then the “profit-maximizing” criterion says to accept the project if 


Xn — rIp— To 
“Ste 


The present value or present wealth criterion says to accept the project if 


Xe Vy, S 
Ter? TG Io. 
But 
rly rlo rIo 


so that the two criteria are the same. 


4. The use of net cash flow is advocated by such authorities as Hirshleifer, op. cit.; 
Joel Dean, “Measuring the Cost of Capital,” Harvard Business Review, January— 
February, 1954, pp. 120-30; Ray I. Ruel, “Profitability Index for Investments,” Harvard 
Business Review, July-August, 1957, pp. 116-32; George Terborgh, Business Invest- 
ment Policy (Washington, D.C.: Machinery and Allied Products Institute, 1958) ; and 
James H. Lorie and Leonard J. Savage, “Three Problems in Capital Rationing,” Journal 
of Business, October, 1955, pp. 229-39. Some of these authors, however, advocate the 
use of the rate of return rather than the present value. 
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Cash earnings are defined as the difference between cash income and 
cash costs, excluding dividends. The term clearly exeludes depreci- 
ation and other costs which do not require cash outlays. In assessing 
an investment project, the net cash flow from the project should be 
determined for each future year, and the present value of this income 
stream calculated. The discount rate to be used is the rate of interest 
at which the firm can either borrow or lend money. An investment 
project should be accepted if and only if its*present value is greater 
than zero.° 

This procedure is justified by the assumption that the present value 
of the firm is the present value of the net cash flows for the firm as 
a whole, i.e., for all the investment projects of the firm. Any invest- 
ment project with a positive present value, therefore, adds to the 
present value of the firm and to the wealth of the owners. This as- 
sumption abstracts from imperfections in the capital market and 
accompanies the assumption that there is a single “market” rate of 
interest which can be used to discount any future cash payment. 
The method of financing the investment is immaterial, because the 
same interest rate is used whether equity funds or borrowed funds 
are involved. There is no distinction in this approach between in- 
vestments financed by stocks, bonds, retained earnings, or funds 
supplied by a single private owner. 

The objective of wealth maximization is easily justified if there is 
a single market rate of interest; increased wealth permits an owner 
to increase his consumption in any or all time periods without reduc- 
ing his consumption in any time period. Increased wealth, therefore, 
necessarily increases the utility of the individual. Complications arise, 
however, if there is not a single interest rate but two rates, one which 
the owner pays if he borrows money and a lower rate which he 
receives if he lends money. Hirshleifer observes that a single entre- 
preneur may be better off, when borrowing and lending rates differ, 
if he chooses investment projects with a view to his own preferred 
consumption through time and does not base his decisions solely on 
calculations associated with the market interest rates.® 

5. The initial investment in the project involves a cash outlay, and is included in the 
net cash flows (as a negative flow) according to this definition. Other writers some- 
times suggest that the present value of the net cash flow be greater than the initial 


investment in the project but then exclude the initial investment outlays from the cash 
flows. These two versions are logically identical. 


6. Hirshleifer, op. cit., especially pp. 333-37; see also Friedrich and Vera Lutz, The 
Theory of Investment of the Firm (Princeton, N.J.: Princeton University Press, 1951), 
and Harry V. Roberts, “Current Problems in the Economics of Capital Budgeting,” 
Journal of Business, January, 1957, pp. 12-16, for a discussion of the problems associated 
with different borrowing and lending rates. 
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Hirshleifer distinguishes two cases in which this problem may 
arise. In one he assumes that the entrepreneur can borrow money 
in unlimited quantities at the borrowing rate and lend in unlimited 
quantities at the lending rate. The calculation of the present value 
of investment projects using the borrowing rate might lead the en- 
trepreneur to make investments which would yield an income such 
that he would want to increase his income (consumption) in later 
years at the expense of income (consumption) in earlier years, by 
lending some of his earlier earnings. But the return that he can obtain 
by lending is lower than the return he can obtain by investing the 
money in his own firm in projects which earn a rate lower than the 
borrowing rate but higher than the lending rate. The extent to which 
he should take advantage of such projects depends on his preferred 
consumption pattern as well as on the rate of earnings which these 
projects yield. 

In Hirshleifer’s second case the difference between the borrowing 
and the lending rates arises because the borrowing rate-increases as 


more funds are borrowed, while the lending rate remains the same. 
The marginal cost of capital is therefore higher than the average cost 
of capital, and a discrepancy between the rate of return which the 
entrepreneur can earn if he puts money into his own investment 
projects, instead of lending the money, gives rise to the same type 
of problem as the one which we have just discussed. 

The points which Hirshleifer makes are not unique to capital 
budgeting. The same situation arises whenever there is a difference 
between the buying price and the selling price or in any monopoly 
situation. Consider a farmer who has fixed resources to devote to 
the production of either wheat or corn. The traditional solution sug- 
gests that there are market prices for wheat and for corn, and the 
farmer should make his production decision so as to maximize his 
income. Suppose, however, that the price the farmer gets for wheat 
is one dollar, and he therefore decides to produce only corn. Subse- 
quently, his wife may find that she must pay two dollars to buy wheat. 
It may then be that the farmer should produce wheat for his domestic 
consumption, and the amount of wheat which he should produce for 
this purpose depends on the tastes and preferences of his family, 
i.e., the amount of wheat which the family desires to consume at 
various prices. If the farmer is a net seller of wheat, he should use 
the selling price of one dollar in his production decision, and if he 
is a net buyer, he should use the buying price of two dollars in his 
production decision. If he neither buys nor sells, i.e., he produces only 
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for his domestic consumption, then some intermediate price is ap- 
propriate for the production decision, and the specification of the 
price depends upon his utility function.’ This refinement is not 
stressed in traditional analysis, presumably because it is not impor- 
tant and not likely to influence the outcome of an analysis. 


II. Net INCOME 


The problems which arise when there is more than one borrowing 
rate have also received considerable attention. Our discusston will 
focus on the distinction between stocks (equity capital) and bonds 
(debt capital), although there are clearly other methods of borrowing 
money, and each has its own interest rate. This and the next two 
sections will therefore be concerned with the capital-budgeting prob- 
lem of a corporation which has two sources of capital, debt and equity. 

The criterion of wealth maximization is applied to the stockholders 
of the corporation and implies maximizing the price of the stock the 
day before it goes ex dividend.* For the corporation, then, the invest- 
ment criterion is to accept projects which increase the value of the 
stock, and much of the discussion is therefore concerned with the 
problem of stock valuation. The theories of stock valuation which 
we shall discuss assume that the price of stock depends primarily 
upon (1) net income, (2) net income plus interest, and (3) dividend 
payments. These theories naturally suggest evaluating investment 
projects according to their effects upon that particular earnings 
stream which determines stock price. This is really no different from 
the net cash flow approach which we have just discussed, since that 
approach assumes that the present value of the firm—which, for a 
corporation, is the value of the stock—depends upon the net cash 
flow to the firm. 

We shall discuss three approaches which use net income. The 
first two, put forth by Ezra Solomon in the Journal of Business® and 

7. In the monopoly case, traditional analysis assumes that the entrepreneur is in- 
terested in maximizing the profits of the firm. The entrepreneur, in his role as con- 
sumer, is then implicitly assumed to buy the product of his firm at market prices. This, 
however, does not maximize the utility of the monopolist, since the marginal cost to 
the monopolist of producing this commodity is lower than the price he pays when he 
makes his consumption decision. He could increase his utility by permitting himself to 
buy at marginal costs. This would increase his consumption and therefore the level of 


output, which would then depend upon the amount which he desires to consume, i.e., 
upon his utility function. 


8. The presumption is that the price of the stock drops by the amount of the dividend 
when it goes ex dividend, but the wealth of the stockholders on this date consists of the 
value of the stock plus the dividend. We shall have a few comments to make about the 
effects of dividend policy below but wish to avoid that problem at this time. 


9. “Measuring a Company’s Cost of Capital,” Journal of Business, Vol. XXVIII 
(October, 1955). 
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by Modigliani and Zeman in the Conference on Research in Business 
Finance,'° do not contain complete theories of stock prices but assume 
that stockholders gain if their stock increases its earnings per share. 
The last approach, that of David Durand," does contain an explicit 
and complete theory of stock evaluation. 

Solomon assumes that there exists at any time a net price’* which 
a company can get for issuing : stock and an interest_rate which it 
must pay if it issues bonds.‘An investment project should be under- 
taken if and only if it increases the net earnings per share of stock 
outstanding, over what the earnings per share would be if the project 
were rejected. He then defines the cost of equity capital for a firm 
as the per share earnings if the investment projects is rejected, 
divided by the net price of stock. If a project which is to be financed 
with equity capital earns more than this, it raises the per share earn- 
ings and should be accepted. He - emphasizes that the cost of capital 
increases as investment opportunities are accepted, since each ac- 
cepted project must have higher earnings per share than the average 
for the company as a whole and so raises the average earnings per 


share and therefore the cost of equity capital. Thus a project which © 


would be acceptable if it were the first to be considered may become 
unacceptable if other projects are accepted first and raise the cost of 
equity capital. 

It should be noted that Solomon is assuming that the price of new 
shares is independent of the investment decisions that the firm is 
making. If accepting the investment projects does increase the per 
share earnings of the firm, then this should increase the price of the 
shares, thereby reducing the cost of equity capital. A project may 
be unacceptable at one time because the cost of equity capital has 
been raised severely by superior projects which the management has 
under consideration. However, this same project may subsequently 
become acceptable if these superior investment projects raise the 
price of shares and lower the cost of equity capital. In order to 
predict the future cost of equity capital, we would need a complete 
theory of stock prices, which Solomon does not provide. 

Some projects, however, can be financed in part by the issue of 
bonds, and the bond rate of interest is usually lower than the cost 


10. New York: National Bureau of Economic Research, 1952. Their paper is en- 


titled “The Effect of the Availability of Funds, and the Terms Thereof, on Business 
Investment.” 


11. “Costs of Debt and Equity Funds for Business: Trends and Problems of Measure- 
ment,” in Conference on Research in Business Finance (New York: National Bureau of 
Economic Research, 1952). 


12. Net of flotation costs. 
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of equity capital. Therefore, debt-financed projects can have lower 
earnings than equity-financed projects and still increase average 
earnings per share. The problem, therefore, is to decide how to finance 
each project.’Solomon suggests that bonds can be issued by the firm 
only if the firm does not exceed a critical debt-to-equity ratio deemed 
safe by the bondholders. He implies that debt funds cannot be ob- 
tained by the firm at any price if this debt-to-equity ratio is exceeded. 
Thus there is a maximum debt-to-equity ratio which the firm could 
achieve if it were to reject all investment opportunities. There is 
also a maximum amount of additional debt that bondholders would 
accept on the basis of any new investment project, and the rest of 
the funds must be obtained by equity financing. The combined cost 
of capital using both sources of funds therefore varies from project 
to project and is the rate of earnings which the project must obtain 
in order to pay the interest on the new bonds and to maintain the 
earnings per share of the stock. The cost of capital for any project 
is a weighted average e of the interest rategn bonds and the cost of 
equity capital, with the weights depending on the proportion of bonds 
that the firm can issue in support of the project. 

The investment criterion suggested by Solomon’s analysis is that 
the net income from proposed projects be discounted at the cost of 
capital for that project and be accepted if the present value of this 
income exceeds the investment cost of the project.’* We are, however, 
avoiding a crucial part of the problem until we explain how the bond- 
holders determine the maximum debt-equity ratio, since Solomon sug- 
gests that this ratio determines the cost of capital. A general theory 
which relates the debt-equity ratio to the interest rate for debt capital 
and to the price of equity issues is really required. We shall see, how- 
ever, in our subsequent discussion of theories of stock price that the 
common solution to the problem is to assume that unlimited quantities 
of debt can be issued at the going market rate of interest. 

Modigliani and Zeman handle the problem somewhat differently. 
They assume that the rate at which stockholders discount future earn- 
ings depends on the risk which the stockholders bear and that this 
risk depends on the amount of debt_outstanding, The cost of capital 
(the rate at which future earnings should be discounted) is again a 
weighted average of the cost of equity capital and the bond rate of 
interest, but the proportion of bonds which can be issued in support 
of any project depends upon the risk to the stockholders rather than 


13. The investment cost is not deducted from net income, as it is in the case of the 
cash flow, so that the present value must be greater than this cost instead of greater 
than zero. 
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the risk to the bondholders. In fact, bonds are assumed to be entirely 
riskless, no matter how many are issued, and the firm can issue bonds 
in unlimited quantities at the going rate of interest. Management 
refrains from financing all projects exclusively with bonds only be- 
cause this would increase the risk to stockholders. Since Modigliani 
and Zeman do not present a theory of the relationship between risk 
and stock price, they conclude that the management of the firm makes 
its financing decision on the basis of its attitudes toward risk rather 
than with a view to maximizing the price of the stock. 

David Durand presents a simple theory of stock price: the value 
of the stock is the discounted value of the net income of the firm, 
and the discount rate is independent of the amount of debt outstand- 
ing.’* A firm can determine the appropriate discount rate by dividing 
the earnings per share by the price per share” and should accept any 
project for which the present value of the net income exceeds the 
initial investment outlay. The effect of the investment project on net 
income depends upon the source of financing because of tax con- 
siderations and because interest is a cost, while dividends are not a | 
cost. This theory implies, therefore, that the present value of an 
investment project is always higher if it is debt-financed than if it is 
equity-financed and that the stockholder will benefit if all projects 
are financed exclusively by debt. 


III. Net OPERATING INCOME 


Since it is obvious that some projects are financed with equity 
funds, Durand suggests an alternative theory of stock evaluation 
which we shall call the “net operating income theory.” 

Net operating income is defined as income after_tax plus interest 
payments on debt. The theory states that net operating income is 
capitalized at a rate which depends on the asset structure and riski- 
ness of the business, to determine the total investment value of the 
firm. Total investment value is defined as the value of the stocks 
plus the value of the bonds. The theary says that the capitalization 
rate is independent of the investment and the financing decisions of 
the firm, so that the same capitalization rate is used in determining 
total investment value both before and after these decisions have 
been made. Therefore, a firm can determine the capitalization rate, 
which we have been calling the “discount rate” or the “cost of capi- 
tal,” by dividing its net operating income by its total investment 


14. It should be emphasized that Durand only presents this theory; he does not 
advocate it. 


15. Corrected for flotation costs. 
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value, as determined in the market. An investment opportunity should 
be accepted if the expected increase in net operating income will 
cause an increase in total investment value large enough to cover the 
required financing, i.e., if the present value of the net operating 
income associated with the project exceeds the investment cost of 
the project. 

The presumption is that only those investment projects which in- 
crease stock price should be undertaken, whether the net income 
theory or the net operating income theory is used. These two theories 
differ in their predictions of the effects of investment and financing 
decisions on the price of stock. For stock-financed investments the 
resulting increases in the net income and in the net operating income 
of the firm are the same. However, the net operating income theory 
discounts the increased earnings at a lower rate than does the net 
income theory’® and therefore predicts a larger increase in stock 
price. It is possible, therefore, for the net operating income theory 
to predict that the stock price will increase. while the net income 
theory predicts that the stock price will fall. In such a case the net 
operating income theory would tell us to make the investment, while 
the net income theory would tell us that the investment was unprofit- 
able. 

The big difference between the theories, however, arises when 
we consider debt financing. The net_operating theory implies that 
there is a slight advantage to the corporation for debt financing 
rather than equity financing.’’ Since net operating income includes 
interest on debt, the net operating income of the company would not 
be influenced by the financing decision, if it were not for the impact 
of the corporate income tax. The elfect of this tax, however, is to 
increase net operating income somewhat if debt financing is used, 
over what it would be if stock financing were used, because interest 
payments are deductible for tax purposes. This leads to the rather 
disturbing conclusion that an increase in the bond rate reduces the 
cost of debt capital (i.e., the rate of return which an investment 
project must earn in order to be profitable) , since debt financing then 
has a larger tax effect and a larger effect on net operating income. 
This is true if we stick by the basic assumption that the rate at 


16. The ratio of net operating income to total investment value will be smaller than 
the ratio of net income to total stock value for any firm for which the bond rate of in- 
terest is smaller than the earnings rate on stock. The ratio of net operating income to 
total investment value is a weighted average of the earnings rate on stock and the rate 
of interest on bonds, with the weights suggested by the debt-to-equity ratio. 


17. The firm would be indifferent as to financing methods if there were no corporate 
income tax. 


th whe wa 


wl 
me 
ou 
an 
ha 
de 
sti 
al 
in 
in 
f m 
re 
tc 
Cc 
tl 
e 
ti 
| n 
d 
t 
a 
| t 
¢ 
t 
| 


On the Problem of Capital Budgeting 483 


which net operating income is discounted is not affected by invest- 
ment or financing decisions. Clearly, this is incorrect, and a theory 
ought to be developed which ties together the bond rate of interest 
and the rate at which net operating income is discounted, perhaps by 
having these two rates depend upon the same set of market forces. 

The net income theory, however, suggests a strong preference for 
debt financing, since the net income and therefore the value of the 
stock will rise if a debt-financed investment contributes anything at 
all to earnings above the interest charges on the debt. Thus the net 
income theory says that debt financing is cheaper than the net operat- 
ing income theory says it is, and so it would Suggest accepting invest- 
ment projects for debt financing which the net operating theory would 
reject. 

This means that the net operating income theory implies that the 
total investment value of a company rises very slowly if the com- 
pany uses debt financing rather than equity financing.’* The net in- 
come theory, however, suggests that the total investment value of 
the company increases rapidly if debt financing is used rather than 
equity financing. 

Modigliani and Miller’ present an interesting theoretical justifica- 
tion for the net operating income theory. They state that this theory 
must be correct because otherwise investors would be paying two 
different prices for identical income streams. It is easiest to illus- 
trate this idea in terms of a numerical example. Assume that there 
are two companies with identical net operating incomes and with 
the same risk attached to their incomes. One of these companies 
has no debt, while the other is financed 50 per cent by debt and 50 per 
cent by equity. Modigliani and Miller argue that these two companies 
will have identical total investment value because of arbitrage opera- 
tions which are possible if the two are unequal. 

Assume that both companies have net operating incomes of $2,000 
per year and that the total investment value of the equity company, 
ie., the value of its stock, is $20,000. Arbitrage will be possible if 
the total investment value of the debt company is different from 
$20,000—say, $22,000—with $11,000 of debt paying $550 interest 
each year and $11,000 of stock. Consider an individual who owns 10 
per cent of the stock of the debt company. He has an investment of 
$1,100 which entitles him to an income stream of one-tenth of the net 


18. The net operating income theory would suggest that the total investment value 
is independent of the method of financing if it were not for the corporate income tax. 


19. “The Cost of Capital, Corporation Finance, and the Theory © Investment,” 
American Economic Review, Vol. LX VIII (June, 1958). 
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operating income, less one-tenth of the interest payment, i.e., $200 
less $55, or $145 per year. Suppose that he sold his stock and bor- 
rowed enough money to buy 10 per cent of the equity company. He 
would need a total of $2,000, so that he must borrow $900. We intro- 
duce the assumption that all borrowers pay the same rate (5 per 
cent) of interest on bonds, so that the investor can borrow $900 at 
an interest cost of $45 per year. By investing his $2,000 in the equity 
company, he obtains an income stream of $200 per year less $45 per 
year interest, or $155 per year. He will prefer this income to the 
alternative of $145, no matter what his attitude toward risk, because 
the risk associated with the $200 of net operating income is the same 
for both companies, by assumption. The interest payments of $55 
by the firm or $45 by the individual investor must be made (i.e., no 
risk), no matter who issues the debt. Therefore, the same risk is 
associated with the $155 income as with the $145 income and the 
investor will prefer the higher income stream. 

The investor, therefore, will sell his stock in the debt company 
and buy stock in the equity company, just as long as the total invest- 
ment value of the equity company is smaller than that of the debt 
company.’ This sale and purchase will lower the price of the debt 
company’s stock and also the total investment value of that company, 
while it raises the stock price and the total investment value of the 
equity company. This arbitrage continues until the total investment 
values of the two companies are equal. 

There are four points at which this analysis can be questioned: 

_1. The corporation may be able to borrow at a lower interest rate 
than the investor, or vice versa. 

2. The individual investor may not consider that the risk he runs 
whieh a corporation issues bonds is as great as the risk he runs when 
he issues bonds himself. One of the basic attributes of corporate stock 
is limited liability, which provides that the stockholder is not liable 
for bonds issued by the corporation. The same situation would not 
ordinarily obtain if he were to issue the debt in his own name, and 
that is one reason why the bond rate of interest might differ for 
corporations and private individuals. This problem could be avoided 
if the bondholder accepted the total amount of stock which the in- 
dividual investor owns in the equity company as collateral for the 
loan and agreed to limit the liability of the investor to the value of 
this collateral. It is unlikely, however, that a bondholder would be 
willing to do this, since he would be in a stronger position if he loaned 


20. This example assumes no corporate income tax. Tax considerations make the argu- 
ment slightly more complicated but do not change its basic structure. 


the 
an 
op 
col 
les 
the 
th 
sti 
| it 
ar 
di 
fi 
se 
sit 
sk 
j th 
de 
m 
tl 
a 
= h 
Y 
ft 
a 
a i 
q 
] 
( 


On the Problem of Capital Budgeting 485 


the money directly to the company. Even if he could get these terms, 
an investor might easily prefer an income stream of $200 of net 
operating income from a company less $50 interest for which the 
company is liable, to an income stream of $200 net operating income 
less $50 interest for which he is personally liable, particularly since 
the corporation might not pay enough dividends in a poor year for 
the investor to meet the interest payment. The exactness of the sub- 
stitutability of the two income streams is of vital importance, since 
it is the core of the arbitrage argument. If the two income streams 
are not identical, then one may be preferred to the other,”* and a price 
differential cannot be ruled out by arbitrage. 

3. It may not make sense to assume that two firms with different 
financial structures have the same risk. This objection is not too 
serious as long as there is no corporate income tax, but, if we con- 
sider this tax, the theory suggests that the total investment value 
should depend upon the net (of tax) operating income. Consider, 
then, two firms with the same net operating income but with different 
debt. The firm with the larger debt would have larger interest pay- 
ments, lower income taxes, and therefore a lower operating income 
gross of tax. It is reasonable to assume, however, that the gross 
operating income of a firm varies directly with the total assets of 
the firm, so that the firm with the larger gross operating income should 
also have larger total assets. Therefore, the corporation with the 
larger debt and the smaller gross operating income should have 
smaller total assets than the other firm. The lower level of assets, 
however, would suggest a somewhat greater degree of risk associated 
with the income stream, and this is contrary to the original assump- 
tion.” 

4. Modigliani and Miller assume that the total amount of risk 
associated with thenet operating income is independent of the financ- 
ing, since risk is a function only of the variability of the earnings 
stream and this variability is unaffected by the financial structure. 
Financial writers, however, frequently use the ratio of debt charges 
to net operating income as a measure of risk, because they are inter- 
ested in the probability that the net income will be negative and that 
the firm cannot meet its fixed charges. The probability of a loss is 
clearly increased by debt issues, so that this measure of the risk is 

21. My argument suggests that the investor would prefer to have the corporation issue 
the debt. 


22. If the firm with the smaller gross operating income does not have a smaller level 
of total assets, then it is using its assets less efficiently than the other firm, and this also 
suggests a somewhat greater risk in investing in the firm. 
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increased when debt is issued. Since debt financing also increases the 
risk to the bondholders, issuing debt should increase both the bond 
rate and the discount rate on equity earnings. Equity financing, on 
the other hand, should reduce the risk to both debt and equity holders 
and therefore reduce both discount rates. Such a relationship, of 
course, would raise the cost of debt financing as compared to equity 
financing and would explain why equity financing is sometimes used. 


IV. DrvipENpDs 


The dividend payout is not relevant for any of the theories so 
far mentioned. These theories maintain that the dividend payout does 
not influence the wealth of the stockholder, since a rationally managed 
corporation “will not retain earnings unless this will result in an 
equivalent increase in the value of its stock. If we ignore tax con- 
siderations, the stockholder’s wealth is the same whether he gets a 
dividend or a capital gain on his stock, and he can sell the appropriate 
proportion of his stock if he wishes to convert the capital gain to pres- 
ent income. The income stream from his remaining stock will be 
equivalent to the stream that he would have received had the dividend 
been paid out. However, the capital gains tax is generally lower than 
the personal income tax on dividends, and so a conflict of interest be- 
tween stockholders in different tax brackets and between stockholders 
and management can arise with respect to the dividend payout. 

M. J. Gordon and E. Shapiro** develop a theory of stock price 
based on dividend payments. They assume that the value of a stock 
is equal to the present (discounted) value of the dividends which will 
subsequently T be ¢ declared on the : on the stock. By implication, they assume 
that the discount rate is the same no matter how much debt the firm 
has incurred and so employ a net income type of theory. They could 
adopt a net operating income type of theory by assuming that the 
rate at which dividends are discounted depends on the debt-equity 
ratio. The authors, however, do not discuss the debt-equity problem. 

They assume further (1) that the firm will always retain the same 
proportion, b, of its net income and (2) that the firm will always earn 
the same average net income, 7, on each dollar of retained earnings. 
Dividends therefore grow at the annual rate br. The price of the 
stock is equal to the discounted value of these growing dividends, 
using the discount rate, k. This is mathematically equivalent to 
assuming that the current dividend will not grow and discounting it 


23. “Capital Equipment Analysis: The Required Rate of Profit,” Management Science, 
October, 1956. 


at 
the 
of 
rat 
of 
ing 
th 
of 
to, 
in; 
ta’ 
co 
de 
pe 
4 th 
ta 
ar 
th 
fi 
re 
a 
T 
a 
oh 
0 
n 
if 
0 


On the Problem of Capital Budgeting 487 


at a rate k—br.** Thus we must assume that the rate of growth of 
the dividend (r) is smaller than the discount rate (%), or the price 
of the stock wotld be infinite. 

This analysis is unsatisfactory because it assumes that the discount 
rate, &, the rate of return on retained earnings, 7, and the proportion 
of earnings retained, b, are independent of one another. If the earn- 
ings rate is larger than the discount rate, then the firm could make 
the price of stock infinite by an appropriate choice of the proportion 
of income retained. Thus the earnings rate must be less than, or equal 
to, the discount rate. But if the earnings rate is smaller than the dis-— 
count rate, the capital gain to the stockholders from retained earn- 
ings would be smaller than the amount of earnings retained, and re- 
taining earnings would reduce their wealth, were it not for the tax 
considerations just discussed. 

Gordon and Shapiro recognize, however, that the earnings rate 
depends upon the proportion of earnings retained and that this pro- 
portion is controlled by the firm. They turn to the question of how 
the management should determine the proportion of earnings to re- 
tain, which is the capital-budgeting problem. The crucial assumptions 
are that the proportion of earnings retained will be the same each 
year and that the rate of earnings on these retained earnings will also 
be the same each year and depends only on the proportion of earn- 
ings retained. They conclude that earnings should be retained until 
the marginal rate of return on earnings is equal to &, the rate at which 
future dividends are discounted.” 


24. If Yq is the current net income, then the current dividend, Dy, is (1-b) ¥y. The 
current price, Po, is 
dD, 
k—rb k—rb 


25. This conclusion is incorrect. Maximizing the price of the stock on these assumptions 
requires additional investment, with the marginal rate of return somewhat lower than k. 
If r is a function of b and we choose b to maximize Po, then we get 


dr k—rb 


The left-hand side of this equation is the marginal rate of return on retained earnings, 
and the right-hand side is less than k. 

This is because the assumption that r is a function of b implies that, in the neighbor- 
hood of equilibrium, additional investment this year increases the average rate of return 
on any given dollar investment next year. Thus it pays to make “unprofitable” invest- 
ments, i.e., investments which yield less than k, this year because of the additional return 
which can thereby be obtained on future investments. Their conclusion would be correct 
if they had assumed that the rate of return on retained earnings in any year is independ- 
ent of the volume of retained earnings in any other year, i.e., depends only on the volume 
oi retained earnings in the year when the earnings are retained. 
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Since Gordon and Shapiro assume that dividends are a fixed pro- 
portion of net income, it makes no difference whether théy discount 
the net income stream or the dividend stream, provided that they 
make the appropriate adjustment in the discount rate. Their theory 
can be interpreted as saying that the net income stream from a pro- 
posed investment project should be discounted to determine the effect 
of the proposed investment on the wealth of the stockholders and 
would be identical with the net income theory of Durand, except that 
Gordon and Shapiro suggest the use of a higher discount rate. 

This higher rate does not arise because Gordon and Shapiro dis- 
count dividends rather than net income but because they make a dif- 
ferent assumption sbout the level of future-net-income. The net in- 
come theory implicitly assumes that retained earnings will earn a rate 
of return equal to the discount rate, so that the resulting increase in 
stock value (capital gain) will be equal to the retained earnings.** 
They recognize, however, that the average rate of earnings on re- 
tained earnings is larger than the discount rate,’ and therefore they 
project larger future net incomes. Since they think that the market 
sets the current price by discounting a larger future income stream 
than is suggested by the net income theory, they must also think that 
the market is using a higher discount rate.** 


V. CONCLUSIONS 


We have theories which suggest that (1) the net operating income, 
(2) the net income, and (3) the dividend streams should be dis- 


26. In the notation which we have been using, the net income theory says 


This is consistent with the Gordon-Shapiro theory if we assume r = k. Their analysis 
then says 


_ Yo(1—b) _ _ Vo 


k—obr k—kb k(i-—b) 


27. If investment projects are selected so that the marginal rate of return on retained 
earnings is equal to the discount rate, then the average rate of return on retained earnings 
must be higher than this. 


28. If current net income is Y, and the price is Py, the net income theory says that the 
discount rate is Y)/P,. Gordon and Shapiro say that the discount rate, k, can be obtained 


from the equation 
Po= 


so that k= Y,/P,) + b(r—Yo/Py). If r > Vo/Po, then k > Vo/Ppo. 
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counted in determining the value of stock and (4) the net cash flows 
should be discounted in determining the present value of a firm.'In 
capital budgeting we are interested in determining the effect of a 
particular investment decision on the value of the stock or of the 
firm, since this determines the effect of the decision upon the owners’ 
wealth. Therefore, management must use the same income stream and 

the same discount rate in calculating the value of an investment proj- 

ect that the market uses in determining the value of stock. Other- 
wise, management may accept an investment project on the assump- 

> tion that it has a positive present value and will increase the value 

. of the stock when the market will decide that this same investment 

> project has a negative present value, so that the stock price will fall. 

. These four income streams, however, can be reconciled. Consider, 

1 first, net income and net operating income, which differ by the interest 

/ payments to debt holders. For any level of net income, the stock- | 1 
. holders do not care how large the interest payments are, except 
/ insofar as these payments influence the riskiness of the net income 
t stream. Thus the conflict is not really between two income streams 
1 

t 


but between two discount rates. The net incometheory suggests that 

the discount rate which stockholders apply to their earnings is inde- 

pendent of the amount of debt outstanding, while the net operating 

income theory suggests that this discount rate is a linear function of 

the debt-to-equity ratio.2® We conclude that stockholders are inter- 
’ ested in net income and leave open the question of the rate at which 
- this income should be discounted. 

The dispute between net income and dividends should be settled 
in favor of dividends. Consider a firm with a net income of $100 the 
first year, of which it retains $50 and pays $50 in dividends, so that ‘ » 
net income in subsequent years is $105. The net income theory says 

. that the value of this stock is the present value of $100 this year plus 
$105 next year and in perpetuity. This, however, constitutes double 7 
counting of the $50 of retained earnings and the resulting $5 a year ~ 
addition to the income stream. The correct present value of the firm 

i is the value of $100 this year less the $5Q which is retained, so that 

5 there is only $50 this year, and plus the $105 which will be earned 

in each subsequent year. Thus the value of the stock is the present 
value of the net income stream minus the present value of retained 
earnings. But net income less retained earnings is dividends, so that 
we are really discounting the dividend stream. 

This still leaves us with a conflict between dividends and net cash 


29. See Modigliani and Miller, of. cit., p. 271. 
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flows, and again we find that these ideas are essentially the same. The 
one approach discounts the cash flows to the stockholders, while the 
other discounts the cash flows to the firm. While it is customary to 
think of the firm as deciding how much of the net income should be 
distributed and how much should be reinvested in the firm, this 
assumes that the firm will reinvest all the funds made available 
through depreciation and other non-cash costs. This, however, is not 
necessary. The firm could pay dividends equal to the net cash flows 
generated in any year. Such a policy would eventually result in the 
dissolution of the firm and is not likely to be followed. In principle, 
however, the decision to reinvest or to distribute to stockholders ap- 
plies to the total net cash flow to the firm in any year, and this is 
the flow which should be discounted in determining the present value 
of an investment project, and the net cash flow less any reinvested 
funds should be discounted to obtain the value of the stock. 

We can illustrate these ideas more clearly if we assume a firm 
which always pays out all its net income in dividends and raises 
funds for new investments by issuing stock.*® It has current net in- 
come of Yo and would earn this same net income each year in per- 
petuity if it did not make additional investments. It is going to raise 
the sum Jo today for investment purposes and earn a net income of 
roly on this investment each year in perpetuity. Its net income for 
the coming year will therefore be Yo + roJo. At the end of the year 
it is going to pay a dividend of Yo +rolo and is going to raise the 
sum /; for investment purposes. The earnings on this investment will 
be an annual net income of ri/: in perpetuity. At the end of the second 
year, the firm will raise 72 and thereafter increase its annual net in- 
come by re/2, and so on. If the market exercises perfect foresight for 
n years and discounts future dividends at the rate &, then the current 
total value of the stock, So, then will be 

Yo, Io(ro—k) Ii(m—k) Tn — k) 
This is the present value of the current net income plus the present 
value of the met capital gains*' which will be obtained from future 


30. It would make no difference whether the firm raised new money by retaining earn- 
ings or issuing stock if it were not for tax considerations and flotation costs. It is con- 
venient to ignore these problems for the present and introduce them later. 


31. If we invest the amount /,, the total value of the stock should rise by at least J,,. 
If it rises by more than /,,, this is a met capital gain. If we obtain a net income of r,/, 
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investment projects. Maximizing So requires that the firm choose 
each successive increment of investment, J», so that the marginal 
rate of return on (dollar) investment equals the discount rate, 
k, provided that the average earnings rate on each year’s investment 
depends only on that year’s investment (and not on previous or 
subsequent years’ investments) .*” 

In the real world, of course, the market would not exercise perfect 
foresight. It would have to make guesses about future net capital 
gains based upon past performance and estimates of future develop- 
ments. This, however, is immaterial for the capital-budgeting deci- 
sion: the best the firm can do is to accept projects which have a 
present value greater than zero when the net cash flows are discounted 
at the rate of &. If the market has predicted that the firm will be 

able to find more profitable investments than it can find, the price of 
the stock will fall, but there is nothing the firm can do about this. It 
will minimize the drop in price by continuing to use the same criterion 
for investment decisions, 

The financing decision complicates the picture in two ways. First, 
it influences the average rate of return, 7:, that the firm can earn on 
its investments in year i. Second, it influences the discount rate, k, so 
that this rate must be considered as a variable, and maximizing So 
becomes a more formidable task. 

We can see the effect of the variable discount rate if we rewrite our 
equation as follows:** 


Y2 I, Y; I; 
in each year, then the investment projects have a value of r,, I,,/k, and the capital gain is 
Tr ( Tr k) 


Since this capital gain will not be obtained until we make the investment in the year n, 
it has a present value of 


Tn (tm — 
32. The Gordon-Shapiro assumption that the rate of earnings depends on the propor- 
tion of earnings retained violates this assumption. It implies that current investments 
make future investments more profitable and so suggests more current investment. If we 
assume that current investment makes future investments less profitable, we would want 
to invest less and make the marginal rate of return on (dollar) investment greater than k. 
33. The first term is —J, because we are calculating the value after the dividend, Yo, 


is paid and before the sum J, is raised. If we calculated the value before the dividend was 
paid, then the first term would be Y, — J, and the equation would be more symmetrical. 
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This equation says that the current value of the stock is the present 
value of the net cash flows to stockholders, discounted at the rate 
appropriate to that year. In any year, n, the firm pays in dividends 
Y, and raises J, (a negative cash flow from the point of view of stock- 
holders), so that the net cash flow is Y:-Jn. It makes no difference, 
except for taxes and flotation costs, whether the firm actually pays Y, 
and then borrows J», or whether it pays only Y.-J, and borrows 
nothing. 

We can also look upon I; as the net cash flow, including deprecia- 
tion and other non-cash costs, instead of as net income. Then J» is the 
total amount reinvested by the firm during the year, including depre- 
ciation, i.e., it is gross rather than net investment. As long as the firm 
never pays out in dividends more than its current net income, this 
makes no difference arithmetically, but it is important conceptually 
to get away from the idea that an investment project earns the same 
net income in perpetuity. Projects have limited life-spans, and the 
funds made available through depreciation™ are not necessarily put 
back into the s ne project or into other projects with the same 
earning power. it is therefore important for us to estimate the net cash 
flows created by projects financed by depreciation funds, as well as 
the flows created by projects financed by new funds. 

This formulation also permits us to handle the personal income tax 
and flotation costs quite easily. We add any flotation costs to J,” and 
subtract personal income taxes from Yn. The capital gains tax is more 
complicated because it depends upon when the capital gain is realized, 
and whether or not the firm can find sufficient investment opportu- 
nities so that it is profitable to raise funds in the open market.*® 

Our conclusion is, therefore, that the net cash flow is the relevant 
earnings stream to use in capital budgeting because this is the earn- 
ings stream which influences stockholders’ wealth. The rate at which 
this stream should be discounted and the effect of the financing deci- 
sions on this discount rate are the most important problems that need 
to be solved. 


34. Another advantage of this formulation is that it is not necessary to estimate de- 
preciation year by year, which must be done if net income is to be estimated. 


35. We use the investment net of tax, however, in estimating future cash flows. 


36. Once we introduce personal taxes and flotation costs, all internal funds should be 
exhausted before any borrowing is done. 
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THE INVESTMENT COMPANY—USEFUL MEDIUM 
FOR AMERICAN PRIVATE 
INVESTMENT ABROAD 


LAWRENCE M. GREENE* 
Securities and Exchange Commission 


THE ECONOMIC ADVANCEMENT Of the nations of the free world is of 
vital concern to the United States and comprises one of the foremost 
challenges to American private enterprise today. Through increased 
private commitments in the industry of our overseas friends, Ameri- 
can investors can effectively contribute to achieving our basic for- 
eign-policy objectives. While the usefulness of the investment com- 
pany in the channeling of American private investment abroad has 
been recognized for decades,” this type of financing institution has 
yet to receive the support necessary for its development and growth. 
Considering the implications for our foreign policy and the opportu- 


* The author of this article is assistant director of the Division of Corporate Regula- 
tion of the Securities and Exchange Commission, which administers the Investment Com- 
pany Act of 1940 (54 Stat. 789, 15 U.S.C. § 80a-1 ff.). The views expressed herein how- 
ever are entirely the author’s and do not purport to express the views of the commission 
or its staff. The commission, as a matter of policy, disclaims responsibility for any private 
publication by any of its employees. This article is the result of a study undertaken by 
the author during a leave of absence pursuant to a Rockefeller Public Service Award. 


1. Detailed studies by public and private agencies have emphasized the urgency of 
vastly increasing the flow of private capital abroad for ideological and political reasons. 
They have also expressed optimism as to its economic validity from the national and 
international standpoints. See U.S. Department of State report, Expanding Private In- 
vestment for Free World Economic Growth (April, 1959), and extensive bibliography ; 
Rockefeller Brothers Fund, Foreign Economic Policy for the Twentieth Century (New 
York: Doubleday & Co., 1958) ; Committee for Economic Development, Statement on 
National Policy (February, 1956) ; Woodrow Wilson Foundation and National Planning 
Association, The Political Economy of American Foreign Policy (New York: Henry Holt 
& Co., 1955) ; Commission on Foreign Economic Policy, Report to the President [Ran- 
dall Report| (January, 1954) ; U.S. Department of Commerce, Survey of Factors Limit- 
ing Foreign Investment (1954) ; National Industrial Conference Board, Committee for 
Financing Foreign Trade, Obstacles to Direct Foreign Investment (1951) ; Gordon Gray, 
Report to the President on Foreign Economic Policies (1950). 


2. See T. H. Thiesing, “The Investment Trust as a Channel for Investment Abroad,” 
Federal Reserve Bulletin, November, 1920, pp. 1168-73; H. G. Moulton, The Financial 
Organization of Society (1921). In 1927, about $200,000,000, or almost 7 per cent of the 
assets of investment companies, were invested in foreign securities. The amount invested 
rose to $300,000,000 for 1928 and 1929, although the percentage decreased substantially. 
Thereafter the amount of foreign holdings declined and by 1936 amounted to only 
$165,000,000 (SEC, Report on Investment Trusts and Investment Companies, Part II: 
Statistical Survey [1939], pp. 602-4). Today relatively few foreign securities are held 
in portfolios of American investment companies. 
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nities for investment in all parts of the globe, the unique status of 
the investment company merits thoughtful reappraisal. 

The great bulk of American private interests in foreign countries 
has consisted of direct investments by corporations in the process of 
acquiring raw materials or selling their products abroad. The aggre- 
gate value of foreign assets held directly has increased greatly each 
year since World War II. On the other hand, although there has 
been a growing interest in such securities recently, the increase in 
portfolio holdings in foreign companies by American investors has 
been minor since the war.* 

The relative lack of interest in foreign stocks and bonds is not 
surprising in view of the history of troubled international relations 
since the 1920’s. The investor has to ponder such questions as nation- 
alization, control of capital, and devaluation or non-convertibility of 
currency. In addition, investment analysis in this field would be in- 
complete without inquiry into the stability of local government, the 
continued availability of facilities and trained personnel, restrictions 
on exports or imports, limitations on the remittance of profits, and 
the tax status of the enterprise and of profit distributions. When 
encountered by an American corporation making a direct commit- 
ment abroad, these questions are resolved by an experienced staff of 
legal, tax, accounting, and foreign specialists; but the individual in- 
vestor can rarely afford this expertise. 

The investment company endeavors to meet risks and problems 
such as these through portfolio diversification and expert manage- 
ment. The advantage of diversification takes on added importance 
in the foreign field because the investor can obtain a dispersal of 
his investment interests among countries as well as among companies 
and industries. Similarly, experienced management is particularly 
desirable in the complex job of appraising foreign securities.* Security 


3. Out of some $33.5 billion of American private investment abroad at the end of 1957, 
direct investments and other assets and claims came to $27.5 billion and foreign security 
holdings to about $6 billion (U.S. Department of Commerce, Survey of Current Business, 
September, 1958, Table 1). Foreign security holdings include $3.2 billion of bonds, 
made up of foreign government bonds and bonds of international agencies as well as 
corporate bonds. Net purchases of foreign securities have shown an increase since 1948, 
primarily due to large purchases of foreign bonds. In 1958 net purchases of foreign se- 
curities amounted to $1.35 billion, of which approximately $330 million represented stock 
interests (U.S. Department of the Treasury, Bulletin, March, 1959, p. 68). 


4. Foreign corporations do not disclose information as to their financial affairs to the 
extent that our domestic corporations do. Their reports are not so detailed, informative, 
or current and involve accounting statements with which the American investor is not 
familiar. Much information about a foreign company must be gleaned from personal 
contacts in boardrooms and through banking connections. 

There is a growing realization by European corporations that more adequate dis- 
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analysis involves a continuous study to ascertain whether to buy, 
retain, or dispose of portfolio securities. Insofar as European issues 
are concerned, the advisory services of European investment bankers 
and investment analysts are readily obtainable by investment com- 
panies, and the costs involved appear to be less than the charges for 
similar services in the United States. Many of these experts have a 
profound understanding of economic and political affairs abroad. 
That the investment company would be a useful instrument in 
facilitating American investment in foreign securities is concurred 
in by many European investment bankers and securities men inter- 
viewed by the author. European financiers and securities dealers have 
a high regard for the American investment company as a financial 
institution.” These financial experts are generally agreed that the 
introduction of new dollars through portfolio securities acquisitions 
would be very beneficial to the thin capital markets of Europe.* Such 
acquisitions would free local funds for other ventures, and any form 


closure would serve their own interests in the long run. American success in achieving 
the widespread interest of the public in equity securities and in obtaining capital financ- 
ing is attributed in large measure to the availability and reliability of information re- 
garding the operations of corporations. In Germany this attitude is reflected in pro- 
posals for legislation to assure greater corporate disclosure to shareholders. In England, 
France, and other countries attempts have been made by stock-exchange groups, finan- 
cial publications, and others to encourage more complete disclosure of corporate affairs. 
However, it is difficult to change traditional methods of doing business, particularly in 
view of fears that greater publicity may place the company at a bargaining disadvantage 
with labor, reveal confidential financial affairs to competitors, or inaccurately estimate 
asset values, possibly affecting the company adversely at a later date when tax assess- 
ments or other governmental regulations become applicable. Hence it is not to be ex- 
pected that there will be any great change in public disclosure of corporate affairs in 
the immediate future. 


5. The rapid growth of investment companies in the United States has engendered 
great interest abroad and has led to active steps on the Continent to emulate the Ameri- 
can development. Even in the United Kingdom, where the investment trust movement 
originated many years before its establishment in the United States, there is considerable 
interest in the organization and expansion of open-end investment companies patterned 
after the American institution. In Germany, with the aid of special investment trust 
legislation and favorable tax treatment, several investment trusts have been organized 
and are making satisfactory headway. In Switzerland investment trust funds have been 
organized without benefit of special legislation and have grown substantially despite the 
lack of official statutory sanction. In France, where closed-end investment companies 
were given legal sanction and favorable tax treatment a few years ago, legislation has 
now been implemented to establish the legal basis for the creation of open-end invest- 
ment companies or trusts. Investment trust legislation has also been adopted in Belgium 
to the same ends. In Holland there has been some legislation granting beneficial tax 
relief to closed-end investment companies; but no special legislation exists for open-end 
investment trust funds which have the same status as in Switzerland. 


6. Where plant facilities are erected or new issues of bonds or stocks are sold, the 
capital flow can be shown to be of direct internal aid to the country of investment. But 
where the portfolio securities already have been issued and are outstanding, the results 
are not so apparent. This is very likely the reason that suggestions and inducements to 
promote overseas investment rarely concern portfolio acquisitions. 
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of activity which creates bouyancy in the local market, whether 
directly or indirectly, is helpful to the flotation of new loans and 
equities. Hence even those trades in outstanding issues which occur 
in the United States without need for foreign exchange are to be 
encouraged. 

With few exceptions, Europeans hold the view that there are many 
investment opportunities for the careful portfolio investor, even in 
those countries where the general level of stock prices is believed to 
be quite high. Yields on foreign securities have been almost uniformly 
higher than on comparable American securities. With the advent of 
the European Common Market, it is expected that the opportunities 
for placement of funds to meet investment needs for the moderniza- 
tion and expansion of industrial plant will be greatly augmented 
for years to come.’ Joint undertakings may provide the appropriate 
means for investment in the New Europe and in less developed coun- 
tries. Such undertakings are suitable for investment companies.’ 
The portfolio investor in these arrangements lacks effective control 
of the particular enterprise, but this deficiency is likely to reduce 
political risks where American control is looked on with disfavor. 

Foreign investment companies are prohibited by Section 7(d) of 
the Investment Company Act of 1940 from raising capital in the 
United States by means of a public offering of securities, unless the 
Securities and Exchange Commission grants permission to the com- 
pany to make such an offering and to register under the Investment 
Company Act.’ Before granting this permission the commission must 
find that, by reason of special circumstances or arrangements, it is 
legally and practically feasible to enforce the provisions of the Invest- 
ment Company Act against the company and that such permission 
would otherwise be consistent with the public interest and the pro- 
tection of investors. 

The pressure of American capital to find new areas for investment, 


7. See Organization for European Economic Co-operation, Europe in 1960: 8th Report 
(Paris, 1957), Vol. II. 


8. Generally speaking, this kind of investment would be made by closed-end com- 
panies rather than open-end companies. Open-end investment companies, or “mutual 
funds” as they are commonly called, typically maintain a high degree of portfolio 
liquidity through the ownership of readily marketable securities because their own 
shares are redeemable at any time at the option of the shareholder. 


9. 15 U.S.C. 80a-7(d). When the legislation was first introduced, it was thought that 
this regulatory statute would be too difficult to enforce against corporations organized 
and operating in foreign countries, and a flat prohibition was provided. During the 
course of the congressional hearings, this provision was changed to give the commission 
discretion in the matter (Senate Committee on Banking and Currency, Hearings on 
S. 3580 [76th Cong., 3d sess. (1940) ], pp. 196-99, 1111-12). . 
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the vigorous expansion of Canadian extractive and manufacturing 
industries, and the search for means to alleviate the impact of taxes 
upon foreign investments combined to stimulate a closer study of the 
problem by the Securities and Exchange Commission. As a result of 
the application for a permissive order under Section 7(d) of the In- 
vestment Company Act by a Canadian firm and after public hearings 
and intensive study of the problem, the commission, in April, 1954, 
adopted Rule N-7D-1 for Canadian investment companies, setting 
forth the conditions and requirements which they must meet in order 
to obtain permission to register under the act and sell securities in 
this country. The commission, in proposing the rule, indicated that 
it was in line with the policy of the United States to facilitate and 
encourage foreign investments: 


The conditions and arrangements have been established in the light of the high 
degree of comity that has prevailed between this country and Canada, the existing 
treaties, the proximity of the two countries, their joint heritage of the common 
law, and the essential similarity of statutes and law relating generally to corpora- 
tions and the rights of stockholders. Accordingly, the rule is applicable only to 
Canadian management investment companies. Conditions and arrangements pro- 
posed by investment companies organized under the laws of other foreign coun- 
tries will be considered by the Commission on a case by case basis in the light of 
the statutory standards. 

In order to implement the statutory means of enforcement of the Act against 
the company and to assure their legal and practical effectiveness, the rule provides 
that the charter and by-laws of the company contain the substantive provisions 
of the Act which the company will agree may be enforced as a matter of contract 
right in the United States or Canada by shareholders or the Commission. The 
officers and directors, of whom a majority are required to be citizens of the United 
States, will also agree to comply with the Act and will consent to the enforcement 
of their agreements in a similar manner. In furtherance of this purpose the rule 
also requires the company to maintain its assets in the United States and agree to 
their liquidation and distribution upon direction of the Commission, or the courts, 
upon a finding of non-compliance by the company or its officers and directors with 
their agreements or the Commission’s order. 

Compliance with the rule imposes duties and obligations both on the company 
and certain of its affiliated persons and create concomitant rights by agreement, 
which in the over-all, it is believed, will accord protection to investors, equal to 
though not necessarily identical with, the protection accorded by the Act to in- 
vestors in the usual domestic company.!° 


Since promulgation of the rule, nine Canadian investment com- 
panies have offered their securities to the American investing public. 
These companies, all open-end investment companies, had an aggre- 
gate net worth at the end of 1958 of about $400,000,000. 


10. Securities and Exchange Commission, Investment Company Act Release No. 1945, 
January 28, 1954. 
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The choice of a Canadian investment company, despite all the 
technical complexities involved, rather than an American company 
as the instrument for American investment in Canada and other for- 
eign countries was dictated primarily by certain tax considerations. 
Because of the absence of a Canadian tax on capital gains realized 
from the sale of portfolio securities, the Canadian company can 
reinvest the proceeds of the sale of securities fully and is not com- 
pelled to distribute capital gains to shareholders, as is the practice 
of American diversified investment companies seeking to minimize 
taxation. In the case of the American investment company, the share- 
holder becomes subject to a capital gains tax when he receives a 
capital gains distribution; the company is then relieved of this tax. 
The Canadian investment company makes no capital gains distribu- 
tion, since there is no tax liability and since its investment policy 
and its purpose require that it reinvest its income and profits. The 
shareholder in the Canadian investment company then pays no capi- 
tal gains tax until such time as he redeems his holdings at a profit. 
Because the Canadian investment company is not compelled by its 
tax status to distribute its income like the American diversified com- 
pany, all earnings from dividends and interest may be plowed back 
to purchase additional investment securities, thus augmenting the 
asset value of the portfolio. While certain income taxes are payable 
by the Canadian investment company—or, depending on certain elec- 
tions, Canadian withholding taxes must be paid on redemption by 
shareholders—these amount to only 15 per cent. They have not been 
considered burdensome, particularly since the company will have the 
use of most or all of its net earnings for reinvestment purposes until 
redemption. In many cases net redemptions do not take place, re- 
purchased shares being resold to other investors. Moreover, an Amer- 
ican investor may have a credit available against his United States 
taxes for any Canadian withholding tax paid on a capital gains 
distribution. 

Broad investor response in the United States to the Canadian 
investment company promotions cannot be attributed entirely to the 
potentially more favorable tax situation. According to several execu- 
tives of these companies, American purchases of the shares of these 
companies have been impelled as much, if not more, by the growth 
and earnings prospects of Canadian portfolio holdings as by tax ad- 
vantages. The large number of small investors attracted by the offer- 
ings of these companies substantiates this opinion. Without the tax 
feature, however, these companies would not have been so attractive 
and would probably not have been so strongly developed. 
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The successful promotion of these Canadian ventures has stimu- 
lated considerable interest in the formation of similar investment 
companies in Europe, Latin America, and elsewhere." On the surface, 
the potentialities of a foreign investment company appear striking. 
For example, a company staffed by local businessmen, financial ex- 
perts, engineering consultants, and other technicians in one of the 
highly industrialized countries of western Europe could perhaps 
develop projects, either locally or in underdeveloped areas, on the 
basis of their experience and training; such promotion would result 
in profit to American investors, remuneration to the company and its 
staff, and economic advancement in the country of investment. Thus, 
through the investment company envisioned, skills and techniques 
of foreign businessmen, bankers, and other specialists could combine 
with American capital to aid in the financing of new enterprises or 
the development and expansion of established businesses in areas 
where the needs for capital and managerial ability are great. 

In the light of factors such as general political stability, juridical 
tradition, historical treatment of investors’ rights, and adherence to 
principles of international comity, it would seem that the countries 
of western Europe would be favored locales for the organization and 
management of investment companies for foreign securities. With 
some exceptions, investment companies organized in Europe would 
enjoy the same tax treatment of capital gains as do Canadian invest- 
ment companies.’* Other tax considerations are more or less favorable 
than the 15 per cent Canadian levy, depending upon the country 


11. With one exception, no applications for Sec. 7(d) permissive orders have been 
filed with the Securities and Exchange Commission other than those of the Canadian 
investment companies. Recently the commission granted an application by an invest- 
ment company organized in the Union of South Africa. This company differs from the 
Canadian investment companies in that it is a closed-end investment company special- 
izing in shares of gold-mining companies. The company has an exchange guaranty from 
the South African Reserve Bank, the central bank of South Africa, which would permit, 
in effect, the conversion into dollars of proceeds of the sale of its portfolio holdings at 
the current exchange rate within ten years for an annual fee of one-fourth of 1 per cent 
of the amount covered (see American—South African Investment Trust, Ltd. |Invest- 
ment Company Act Release No. 2756] [August 13, 1958]). 


12. The countries referred to comprise the United Kingdom, France, Western Germany, 
Holland, Belgium, Switzerland, and Italy. Either no capital gains tax as such is levied, 
or investment companies are exonerated from such a levy. A cautionary note must be 
added, however, because in certain cases realized profits may be taxed as ordinary in- 
come. In the United Kingdom an investment trust with an active portfolio turnover may 
be treated as a trading company and its securities profits taxed as income. In Italy 
securities profits are subject to tax as ordinary corporate earnings. In Holland securities 
profits of corporate investment companies are taxed if distributed. In at least one 
canton of Switzerland capital gains on securities held for less than seven years are 
taxable as income. 
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and type of company involved.** 

Apart from tax questions, there are a number of legal and technical 
considerations which make impracticable or impossible the organi- 
zation and operation of a European investment company for Amer- 
ican investors through the public offering of its shares in the United 
States. These include conditions deemed necessary by the Securities 
and Exchange Commission to meet the standards and requirements 
of the Investment Company Act of 1940 and provisions of the statute 
itself. The non-redeemability of common stock of European corpo- 
rations, nationality requirements for directors in several countries, 
and the necessary location of the investment company’s portfolio 
assets are additional difficulties. 

Since shareholders of investment companies created since the en- 
actment of the Investment Company Act must be given voting 
rights,"* particularly the right to elect directors at an annual share- 
holders’ meeting,” the corporate form of investment company is, gen- 
erally speaking, essential in the United States. The corporate form is 
not compatible with the practice in many western European countries. 
In Belgium, Germany, and Switzerland tax relief is available only to 
open-end investment funds. These are essentially funds of portfolio 
securities, title to which is held by participating investors. The port- 
folio securities are held by a bank and managed by a specialized 
management corporation or bank. No voting rights are accorded to 
shareholders. Moreover, in the western European countries, except 
in France under recent enactment, corporations must have a fixed 
capital and may not freely repurchase their own securities as do the 
American open-end investment companies. Hence the permissible 


13. In the United Kingdom there has been a traditional policy against the double im- 
position of taxes upon corporate dividends. It was in this atmosphere that the British 
investment trust (closed-end company) movement flourished. Unit trusts (comparable 
to American open-end companies) are not treated as taxable entities; but, although 
they avoid double taxes, they cannot deduct management charges as expenses. In 
France open-end companies are granted exemptions from corporate income tax under a 
recent decree, but they will have to distribute all their ordinary net income to share- 
holders in order to receive the exemption. In Germany and Belgium recent special legis- 
lation pertaining to investment companies grants exemption from taxation on earnings. 
It is possible that regulations in these countries will require the distribution of all in- 
come to shareholders. Holland grants to corporate investment companies special cor- 
porate tax exemption as to dividend income, but full distribution of such income is 
essential because of tax consequences if retained earnings were later to be paid in divi- 
dends or on liquidation. In Holland and in Switzerland, as in the United Kingdom, in- 
vestment trust funds are not considered taxable entities. In Italy there is no special 
legislation for investment companies, and the usual corporate tax of 15 per cent on 
earnings in excess of 6 per cent of capital and reserve is payable, subject to certain pos- 
sible reductions. 


14. 15 U.S.C. 80a-18(i). 
15. 15 U.S.C, 80a-16(a). 
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field in these countries for an investment company is narrowed to 
closed-end investment companies. In France an open-end investment 
corporation may exist, but it would be subject to various limitations 
and restrictions which would cause it to lose its status as an open-end 
investment company under the Investment Company Act. 

In France and Switzerland a majority of the directorate of a cor- 
poration must be of native nationality.’* This requirement directly 
conflicts with an important condition imposed by the Securities and 
Exchange Commission in granting a permissive order under Section 
7(d) of the Investment Company Act. This condition—that a major- 
ity of the directors be American citizens—assures the jurisdictional 
foundation and effectiveness of decrees of United States courts in 
enforcing the provisions of the Investment Company Act against a 
foreign investment company seeking qualification under the act. 

Another condition considered by the Securities and Exchange Com- 
mission as prerequisite to sanctioning the registration of Canadian 
investment companies under the Investment Company Act would 
give rise to foreign-exchange difficulties. This condition is that sub- 
stantially all the assets of the company, including portfolio securities, 
must be deposited in the United States with a United States bank. 
The reason for the requirement is not so much the custodial protec- 
tion afforded as the need to assure the jurisdictional basis for action 
taken by the commission and the courts in the United States under 
the Investment Company Act against the company and the practical 
enforcement of judgments and orders. The transfer of portfolio 
securities from most western European countries would necessitate 
authorization from the foreign-exchange officials. In France, for ex- 
ample, authorization would have to be obtained from the Office 
d’Echange, which in the past generally has permitted only receipts 
or certificates for the securities themselves to leave France. Doubtless 
most countries would welcome the setting-up of a new investment 
company within their borders and the resulting increase in dollar 
exchange. But the possible subsequent repatriation of stockholder 
interests and the outflow of dollar dividends would be a concern to 
foreign-exchange authorities. In Holland, Belgium, Italy, and Swit- 
zerland indications are favorable for approval of such investment 
companies as those described here. In other countries the outlook 
is uncertain. Since an investment company for American investors 
presumably would not wish to confine its portfolio to a single country 


16. In Italy there is no similar absolute requirement as to the composition of the 
directorate of a company, but certain advantages are accorded a corporation which has 
a majority of Italian directors. 
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but prefer to deal in securities of numerous countries, additional 
foreign-exchange problems would arise. 

Apart from technical barriers to the public offering of shares of a 
European investment company in the United States, an American 
investment company for foreign investment may be preferable on 
other grounds. An American company would tend to attract more 
American shareholders because of their confidence in and familiarity 
with their own financial institutions. A European investment com- 
pany could presumably have the same freedom in its operations and 
portfolio selections as an American company because all its assets 
would be located in the United States,’’ as required, and exchange 
transactions would not necessarily have to be funneled through the 
country of incorporation. But this flexibility remains dependent on 
requirements set by the country of origin. Moreover, irrespective of 
present conditions, the possibility of future mandates and directives 
to nationals of a country, including corporate entities, which might 
hamper the affairs and portfolio operations of an investment com- 
pany must be considered.”® 

With the economic importance of United States dollar exchange 
and the far-flung activities of its great business corporations in mind, 
many European financial experts agree that an American investment 
company would have greater prestige and influence, leading to greater 
resources, more flexibility, and a greater chance for successful oper- 
ation. Because the real and supposed perils attendant upon foreign 
securities holdings have been considered the prime impediment to 
American portfolio acquisitions abroad, the encouragement of a finan- 
cial agency which can diminish these hazards and enhance the attrac- 
tion of such securities would be consistent with an important aim of 
American foreign economic policy. 

The permission granted by the Securities and Exchange Commis- 
sion to Canadian investment companies to sell their shares in the 
United States has done much to further this policy. It would seem 
reasonable, in the interest of fostering increased activity along these 
lines, to accord the same tax advantages now held by these Canadian 

17. However, in France, Germany, and Belgium portfolio restrictions for open-end in- 
vestment trusts would limit somewhat the freedom of choice of management. 


18. The requirements of Sec. 7(d) of the Investment Company Act necessitate the 
complex arrangements and conditions exemplified in Rule N-7D-1 for Canadian invest- 
ment companies designed especially for American investors. Conceivably, an American 
investor would be amply protected as a small minority investor in investment trusts 
organized and operating in such countries as France, Germany, Belgium, or the United 
Kingdom, where, for the benefit of their own nationals, detailed regulation of open-end 
investment trusts has been imposed. 
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companies to American investment companies having portfolios of 
foreign securities. It appears to be somewhat artificial to encourage 
Amerivan promoters to incorporate an investment institution in Can- 
ada to obtain a favorable tax position for American investors.’® The 
only possible benefit resulting from this complicated, expensive, and 
circuitous arrangement accrues to the Canadian treasury, which 
receives a 15 per cent levy on net earnings even when the source of 
income is non-Canadian. The arrangement essentially constitutes an 
American pool of capital held and protected within the United States 
under American laws and regulation, albeit managed with the aid of 
foreign investment advisers. The same objectives could be achieved 
through an American, rather than a Canadian, corporation. 

The potentialities in this field are sufficiently important to warrant 
the most careful study of suggestions for tax relief, guaranties, or 
other aid to American investment companies organized and devised 
for foreign portfolio holdings. Possible losses to the Treasury in taxes 
or through indemnification payments are likely to be considerably 
outweighed by the benefits which could be secured by private invest- 
ments abroad. Over the long term it is doubtful whether an incentives 
project supplemental to our foreign-aid program would be very costly, 
in view of the likelihood that some reduction in the amount of foreign 
aid may result from such action. Certainly, the grant to American 
companies investing abroad of the same tax status now enjoyed by 
the Canadian companies will result in no loss to the Treasury. As 
a great creditor nation, the United States ought not overlook any 
reasonable medium for encouraging the flow of private capital to the 
capital-starved countries of the world. The American investment 
company constitutes one logical approach to this goal. 


19. Even the modest tax aid accorded to domestic open-end companies, enabling 
them to pass on to shareholders credits for foreign taxes deducted from dividends and 
withheld by foreign authorities, where 50 per cent or more of portfolio assets consists 
of foreign securities, is fraught with difficulties. (Internal Revenue Code, Sec. 853). The 
determination of tax qualification is not made until the end of the particular com- 
pany’s fiscal year; this results in onerous complexities in determining for stockholders 
whatever the percentage of foreign securities may be more or less than 50 per cent, 
because of market fluctuations or other considerations. Moreover, the tax information 
must be detailed on a country-by-country basis, producing very small fractions if there 
should be even a modicum of diversification among countries. In addition, the informa- 
tion must be supplied with each dividend because of variations in the source of divi- 
dends from time to time. Since open-end companies normally pay dividends on a 
quarterly basis, the fractions could be small indeed. The small investor may even find 
these complications too irksome to warrant taking advantage of the tax relief. 
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WHY AND HOW TO READ THE FEDERAL 
RESERVE STATEMENT 


Hopart C. Carr* 
New York University 


FEDERAL RESERVE POLICY has been described as a “pretty dense 
thicket for most of us plainsmen.” True, the “Fed” gives us a set of 
weekly statements to help us make our way through the underbrush, 
but the statements require interpretation. It is the purpose of this 
paper to suggest a technique that can be helpful in extracting addi- 
tional meaning from these statements. 


Wuy READ THE STATEMENT 


One of the prime purposes in examining the weekly statements 
released by the Federal Reserve is to discover trends in the economy. 
Such data as are supplied by the weekly reporting member-bank 
series are useful, for example, in signaling movements in inventories 
(commercial and industrial loans), in the money supply (demand 
deposits), and in consumer behavior (“other’” loans and time de- 
posits)./But it takes considerable skill to ferret out the meaning of 
the movements, and even then the meaning is frequently obscure.’ 
Without this skill or the time to exercise it and without a research 
staff to assemble and analyze supplementary data, the part-time 
observer of the economic scene or the businessman or the bond 
officer of a bank may be “looking through a glass, darkly.” 

One way of short- -cutting this process would be to study Federal 
Reserve statements'in order to discern the outlines of Federal Reserve 
credit policy. If caught early enough, the shape of credit policy 
would enable the observer to act upon his knowledge with the assur- 
ance that the best estimate of the economic situation is probably going 
to be made by the credit authorities and that credit policy will be 
framed accordingly. 

Of course, the credit authorities have been known to misjudge 
the economic situation. For example, there-are those who contend 


* The author wishes to acknowledge his debt to Dr. J. Robert Lindsay, visiting asso- 
ciate professor of banking of New York University, for his comments and suggestions 
on an earlier draft of this paper. 


1. See, for example, “The Current Reporting Series as a Guide to Business Activity,” 
Monthly Review (Federal Reserve Bank of San Francisco), March, 1958, pp. 34-47. 
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that the increase in the discount rate in August, 1957, was a mistake. 
For the investment analyst, however, the appropriateness of the 
System’s judgments may be less important than knowledge of the 
judgment, since the influence of credit policy—wrong or right— 
upon interest rates is dominant. 

‘Thus the problem is to see whether it is possible to discover, early, 
a change in Federal Reserve policy. Perhaps the most useful week 
to analyze is the one ended October 23, 1957. Before publication of 
the statement for that week, Edwin Dale in the New York Times of 
October 24 indicated that a change in emphasis in Federal Reserve 
policy had taken place. Mr. Dale hinted that a restrictive credit 
policy typified by net borrowed reserves (member-bank borrowings 


TABLE 1* 


NET BORROWED RESERVES OF ALL MEMBER BANKS 
AUGUST 7 TO OCTOBER 16, 1957 


(Weekly Averages of Daily Figures, in Millions of Dollars) 


October 16......... 491 412 
553 14 566 
18 320 7 524 

450 


* Source: Federal Reserve Bulletin of various dates. 


minus excess reserves) of $400-$500 million and described by the 
phrase “erring on the side of restraint” had been replaced by a policy 
typified by net borrowed reserves of $100 million and described. 
by the phrase “erring on the side of ease.” 

The weekly statement which appeared on October 25 indicated a 
daily average of net borrowed reserves of $46 million (later revised 
to $34 million). In the previous week the daily average had been 
$506 million (later revised to $491 million). In view of the fact 
that weekly figures on net borrowed reserves in previous weeks 
were as shown in Table 1, it appeared that the conclusion could be 
accepted. Yet newspapers accounts pointed to the expansion of the 
Federal Reserve float as the reason for the substantially lessened 
pressure on bank reserves; they implied that the Federal Reserve had 
been caught by surprise. 

Essentially, the question was: Did the level of net borrowed reserves 
fall accidentally, or was it pushed? Did the Federal Reserve mis- 
calculate the contribution that an increase in float would make to 
bank reserves, or did it knowingly fail to offset that contribution or 
some part of it? The importance of the answer to this question to 
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the practitioner in the money market is self-evident. On Thursday, 
November 14, four Reserve banks announced a decrease from 3% 
to 3 per cent in the discount rate, and government security prices 
rose sharply. For example, the 4 per cent Treasury issue maturing 
in 1969, which sold at about 100 bid on October 24, was quoted at 
about 103 bid on November 23. 


How To READ THE STATEMENT: GENERAL BACKGROUND 


The possibility that the Federal Reserve miscalculated the con- 
tribution of uncontrollable factors influencing bank reserves should 
not be dismissed lightly. For the Federal Reserve to achieve its aims 
with regard to the level of bank reserves, it must forecast daily move- 
ments in the principal factors affecting such reserves in the short run 
—currency in circulation, Federal Reserve float, and Treasury de- 
posits with the Federal Reserve banks—and respond approprtately— 
to them. 

Forecasting any of these factors is by no means simple; forecasting 
the last one involves a particularly complex process. Despite the 
fact that that part of the Treasury funds kept with the Federal 
Reserve banks is usually a small fraction of the total held with the 
banking system, all the Treasury’s disbursements and eventually 
all its receipts flow directly through this account. Thus calculation 
of the movements in the account involves, first, an assay of basic 
economic forces such as wages, prices, production, employment 
unemployment, and personal income as they affect the rate of Treas- 
ury receipts and expenditures. The next step is to estimate the daily 
rate of Treasury expenditures and the amount of funds to be with- 
drawn from depositories of Treasury receipts, since a major share of 
Treasury receipts flow into commercial bank depositories first, and 
thereafter into the Treasury balance with the Federal Reserve banks 
to meet Treasury outgo. 

As a procedural matter, the Treasury and the New York Federal 
Reserve Bank compare forecasts of the appropriate amount of such 
withdrawals. After the comparison is made, the schedule of with- 
drawals for the coming period is announced by the Treasury. The 
schedule usually extends for a week to 10 days ahead. 

The movements in the Treasury balance with the Federal Reserve 
banks are, therefore, determined by the appropriateness of the 
amount of withdrawals, If expenditures run higher than estimated, 
the withdrawals will be too small, and the balance will fall. If ex- 
penditures fall short of the forecast, the balance will rise. There is, 
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however, a built-in limit to the errors made in the forecast. When- 
ever the forecast is significantly off the mark, receipts from with- 
drawals can easily be adjusted. If they are too large, previously 
scheduled withdrawals from commercial bank depositories can be 
canceled or redeposits of excess funds to the credit of “C”’ depositories 
—those depository banks with total deposits of 500 million or more— 
can be made. If ordinary receipts and scheduled withdrawals are 
unexpectedly inadequate, special withdrawals from ‘“‘C” depositories 
can be issued and payment received on the same day.” The Federal 
Reserve bank is again consulted and notified before all such adjust- 
ments are made. 

Similar control over variations in currency in circulation is not 
possible. Ordinarily, however, its movements are reasonably pre- 
dictable, responding to seasonal and intramonthly forces with con- 
siderable regularity. Thus the danger of a badly clouded crystal ball 
is relatively small. 

The reason for the comparative stability of the movements in cur- 
rency in circulation lies in the fact that the public’s uses of pocket 
money are, in short periods, fairly constant. During holiday periods, 
the public adds to its holdings to prepare for travel and traveling 
expenses and to make unusual purchases; businessmen stock their 
tills; and banks build up vault cash. When the occasion passes, the 
public returns excess currency to the banks, and businesses and banks 
restore cash holdings to a more normal level. A similar regularity of 
response to day-to-day business and economic forces (e.g., the need 
to meet weekly and monthly payrolls or the need to prepare for the 
public’s weekend demands for pocket money) is also characteristic 
of currency in circulation. Definable movements occur each day of 
the week and each day of each month. 

Federal Reserve float, while responsive to recognizable forces such 
as seasonal surges Of business activity at Christmas, is also subject 
to a variety of unpredictable and influential elements. Among these 
unpredictable influences are the elements themselves: if storms or 
fogs delay or halt air transport, if snow or washouts arrest or slow 
up railroad service, check collection is slowed, and float rises. With 
correction of these conditions, float falls as checks reach their destina- 
tion and are collected. These factors greatly alter the usual intra- 
weekly and intramonthly contours of float. During most weeks, float 
usually goes down notably on Monday, up modestly on Tuesday and 
Wednesday, and sharply up on Thursday, with little change on Fri- 


2. Notice of all adjustments is usually given before 11:00 a.m. 
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day.* After adjustment for intraweekly movements, the contour of 
float within most months looks like a mountain, that is, it mounts 
sharply to a peak (at about mid-month) and comes down steeply on 
the other side. Only the outlines of September, December, and Jan- 
uary are markedly different—September by reason of its sharper 
slope on the early side of the peak, December by the massive size 
and the height of its top reached later in the month, and January by 
its double top, one at the beginning of the month and a second dis- 
tinct, but much lower, peak at mid-month. 

If one or more of the major airfields in the country are storm- or 
fog-bound over a weekend, float may go up instead of down on Mon- 
day and down instead of up on Tuesday, Wednesday, and Thursday. 


TABLE 2* 


INDEX OF SEASONAL VARIATION IN FEDERAL 
RESERVE FLOAT 


. 90 September. . ... 102 
April. ... 
May... . 88 November........ 107 
June... December........ 136 

* Computed from moving average of monthly data, June, 1954—June, 


1959. Monthly data consist of averages of daily figures. 
Source: Federal Reserve Buletin of various dates. 


Similarly, a prolonged storm early in a month may cause float to 
rise sharply at that time, and the later restoration of transportation 
facilities may flatten out the usual mid-month increase; as a result, 
the expected mid-month peak may be replaced by a mesa-like ridge. 

Only a disastrously long or severe storm or a series of storms would 
alter materially the seasonal pattern of float.) This pattern appears in 
Table 2. On a weekly average basis, the seasonal adjustments for 
1957 looked like Chart I. 

Other factors can disrupt both short-run and seasonal variations 
in float. For example, a strike in any of the major transportation 
services or their auxiliaries, such as Railway Express, can alter con- 
siderably the usual pattern of check-collecting. A more important 
source of difficulty than strikes—perhaps than all weather disturb- 
ances—may arise when short-run changes in volume press hard 
against the check-processing capacity of the Federal Reserve banks. 
Equipment and labor may be insufficient to handle the growing 
volume of items to be processed; the number of items handled rose 


3. This pattern is in the process of change largely as a result of growth in the practice 
of allowing banks to close on Saturdays. 
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from 3.3 to 3.7 billion, or 12 per cent, and the dollar amount of items 
from $994 billion to $1,126 billion, or 13 per cent, between 1954 and 
1956.* Inadequate capacity increases the holdover float—items not 
processed on the day received—and makes weekend work necessary 
in order to keep abreast of a week’s volume: Yet continuous over- 
time over weekends runs the risk of further reducing capacity. It 


CHART I 
I'STIMATED SEASONAL CHANGES IN FEDERAL RESERVE FLoat, 1957 
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may have the effect of substantially increasing turnover and absentee- 
ism of the working force, and increased turnover and absenteeism " 
lessen productivity considerably; in the first 6 months or so of his 
employment a new, unskilled worker can process substantially fewer 
items per hour than a skilled worker can. 

Even if weekend work can be scheduled with sufficient frequency 
to clean up each week’s volume, the presence of holdover fleat each 


4. Board of Governors of the Federal Reserve System, 43rd Annual Report, p. 79. 


5. The Federal Reserve Bank of Boston, according to an article by Edwin Dale in the 
New York Times of March 2, 1958, experienced its highest turnover and absenteeism rates 
during 1957. 
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day, perhaps rising in volume until the weekend, would have an 
explosive effect on the level of float. The deferred availability time 
schedule—setting forth the number of days which must elapse before 
a given item drawn on a given city or town can be credited to the 
bank wishing to collect that item—applies to the day of receipt of 
the items by the Federal Reserve, not to the day when they are 
processed and sent on their way. Thus holdover float lengthens the 
time taken by the collection process without lengthening the time 
schedule. As the holdover volume appears, rises, and then disappears 
as it is cleaned up, float rises erratically and then falls abruptly. 

If the volume of holdover float were constant from week to week, 
the predictability of the movements of float might be largely un- 
affected; that is, the error of estimate in percentage terms might be 
no greater than the predictability error without holdover float. In 
dollar terms, however, the error of estimate would probably be larger. 
Moreover, holdover float is not constant; instead, it varies consider- 
ably, thus expanding the dollar error of estimate, Beyond all this, 
the management of the Federal Reserve banks may occasionally mis- 
judge the size of the staff needed to clean up the holdover float. 

With such large margins for error in the estimates of float and 
with some errors in the estimates of other factors, any target, whether 
it be the level of net borrowed reserves or of free reserves or of 
borrowing from the Federal Reserve banks, is difficult to hit: More- 
over, the self-imposed rule of operation that the System should effect 
its open-market operations transactions in Treasury bills may give 
rise to other variations. Suppose, for example, that the situation 
called for sale of securities and that Federal Reserve bill holdings 
were less than the prescribed amount. Under these circumstances the 
difficulties of hitting any specific target are so great that to define the 
target precisely would be a mistake. The target must be defined as a 
range rather than a point. 

Yet how wide can the range be? Certainly, a variation of $700 
million in net borrowed reserves is hardly compatible with the same 
target, however loosely defined. Nevertheless, this is approximately 
the range between the top and the bottom figures for net borrowed 
reserves during the period April 3 to October 23 (the highest net 
borrowed reserves was $723 million in the week of July 3 and the 
lowest was $34 million). Even a narrowing of the range to that meas- 
ured by the difference between the week under study and the preced- 
ing week—$457 million—seems too large. 

Thus we are again confronted with the question Was the $34 
million figure for net borrowed reserves a miscalculation, or did it 
reflect a change in target? If we glance at later data, we may suspect 
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that there may have been some change in target involved, but, with- 
out the benefits of hindsight, what clues are there that the results 
were off the target? 


How To READ THE STATEMENT: TECHNIQUES 


The principal autonomous factors (those over which the Federal 
Reserve has no short-run control) affecting the banks’ net borrowed 
reserve position during the week were Federal Reserve float, cur- 
rency in circulation, and Treasury deposits with the Federal Reserve 
banks. Changes in the daily average figures for these selected factors 
affecting bank reserves during the week ended October 23 are given 
in Table 3. With the evidence now before us, the question can be 


TABLE 3* 
Changes 
(Millions 
of Dollars) t 
Federal Reserve float........... +476 
Currency in circulation......... + 62 
Treasury deposits with Federal 


* Source: Federal Reserve Bulletin, December, 1957, p. 1367. 
t Signs reflect effect on bank reserves. 


more precisely phrased: What is the likelihood that these changes 
were known early enough for the Federal Reserve to take offsetting 
action? 

The importance of timing cannot be overstressed. If the banks 
gain (or lose) funds early in the week, the Federal Reserve has the 
opportunity to offset the gains (or losses) if it chooses. Even if the 
gains (or losses) are unexpectedly large in the early part of the week, 
so that offsetting action at the time was inadequate, time remains 
for making up the deficiency by action later in the week. On the other 
hand, if the gains (or losses) occur late in the week, the Federal 
Reserve will be handicapped in any offsetting action. 

Some indication of the timing of the gains from the factors noted 
above may be gleaned from a comparison of the data for Wednesday, 
October 16, the day before the week began, and Wednesday, October 
23, with the averages for the 6 days ended October 22. This com- 
parison appears in Table 4. 

Although no absolutely foolproof conclusions on timing can be 
drawn from the above comparison, it would seem fairly safe to judge 
that the banks’ gains of funds were realized early in the statement 
week. The evidence is as follows: first, the 6-day average for float 
is well above, and for Treasury deposits well below, the Wednesday, 
October 16, figures; second, all the Reserve banks and all their 
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branches are almost always closed on both Saturday and Sunday (as 
are most of the important banks in the nation) and thus the level 
of float or of currency circulation or of Treasury deposits on Friday 
is approximately the same for the next 2 days. Under these circum- 
stances the substantial difference between the 6-day average and the 
preceding Wednesday must have occurred by Friday. If this had 
not been the case—if float, for example, had continued unchanged 


TABLE 4* 


SELECTED FACTORS AFFECTING NET BORROWED RESERVES 
(In Millions of Dollars) 


Week Ending 
October 23, 
Wednesday Average for Wednesday Differencest 
October 16 First Six Days October 23 4 5 
1 2% 3 1—2 2-3 
Federal Reserve float . 1,293 1,584 1,115° +291 —469 
Currency circulation. 31,156 31,145 31,033 + 11 +112 
Treasury deposits. . . . 543 461 484 + 82 — 23 
Required reserves.... 18,623 18 ,587 18,496 + 36 + 91 


* Source: Federal Reserve Bulletin, December, 1957. 
t Signs reflect effect on excess reserves. 


t These averages are not given in the published statement but may be derived from the 7-day averages and 
the closing-day figures. 


on Thursday and Friday—then the level would have had to rise quite 
sharply on Monday and Tuesday to bring about the 6-day average 
that did occur. Indeed, it would have been necessary for float to rise 
about $873 million above the previous Wednesday (or to $2,166 
million). This would have been an exceedingly rapid advance in 2 
days and seems quite unlikely; how unlikely such behavior would 
be is indicated in Chart II, Assumption A. It is much more reasonable 
to believe that the bulk of the advance had occurred by Friday and 
was automatically carried through the weekend (see Chart II, As- 
sumption B). The Federal Reserve authorities would not learn of 
these gains directly until Monday, but they might well have sensed 
them before then through developments in the Treasury bill market, 
for example, particularly since the gain from float was, in all likeli- 
hood, augmented by Treasury operations and a decline in currency 
circulation. And they would in any case still have ample time to offset 
the gains by open-market action. 

In the latter half of the statement week—Monday, Tuesday, and 
Wednesday—float fell off, and currency circulation declined. These 
conclusions are based only in part on the fact that this is the usual 
behavior of float and currency circulation on these days of the week; 
it is also based on an interpretation of the difference between the 6- 
day average and the Wednesday, October 23, data. 
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This interpretation begins with the assumption that the 6-day 
average represents the levels prevailing on Tuesday and that the 
difference between those levels and those on October 23 represents 
the developments of Wednesday. Examination of the size of such dif- 


CHART II 


HyporHETICAL BEHAVIOR OF FLOAT DURING THE WEEK ENDING OCTOBER 23, 1957 


ASSUMPTION A 
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Assumes that the rise in the 6-day average level of float resulted from developments 


on Monday and Tuesday. 


ASSUMPTION B 
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Assumes that the rise in the 6-day average level of float resulted from developments 


on Thursday and Friday. 


ferences provides a test of these assumptions. If the differences are 
quite large, one could conclude that it is unlikely that Tuesday levels 
were as high as the 6-day averages and, therefore, that some part of 
the differences could be attributed to earlier changes. If the difference 
is very large, both Monday and Tuesday were probably below the 
6-day average. If the changes were modest or small, the Tuesday 
level may have been the same as, or close to, the 6-day averages. 
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Since the difference between the 6-day averages for the level of 
float and the Wednesday level was large—a decline of $469 million 


—it seems unlikely that the Tuesday level was as high as the 6-day 


average, especially since the usual Tuesday to Wednesday movement 
is upward, although only slightly so (see Chart II, Assumption A), 
Some part of the difference then represents the effect of changes 
occurring not only on Wednesday but also earlier in the week. 

The nature of the daily movements in required reserves necessitates 
separate consideration. In contrast to the factors affecting member- 
bank reserves, required reserves may move even if the banks and the 
Reserve banks are closed. This anomaly originates in the Federal 
Reserve rules that required reserves for any given day are based on 
the deposits at the close of business of the preceding day. Thus the 
required reserves of a bank for a Saturday may differ from those of 
its Friday requirements, even though it was closed on Saturday. From 
all this, it is easy to jump to the conclusion that the type of analysis 
applied to the reserve-affecting factors cannot be applied here. Yet 
such a conclusion would be too hasty. While it is true that required 
reserves can change on Saturday, it is also true that Saturday’s re- 
quirements carry through until Tuesday, that is, that Monday’s 
requirements are the same as Saturday’s. Consequently, the form of 
analysis used in connection with the other factors affecting net bor- 
rowed reserves may be used here. Only the timing is affected. 

On this basis, the decrease of $36 million in required reserves be- 
tween Wednesday, October 16, and the 6-day average appears to 
have taken place by Saturday. Correspondingly, the decrease of $91 
million between th average and October 23 apparently took place 
between Monday .nd Wednesday. For a change of this size to have 
‘ce rred on one a‘iy, while not impossible, is quite unlikely. 

< ming up te argument, the magnitude of the difference between 
the i.nown level of float on the Wednesday preceding and the 6-day 
average suggests that the rise took place early in the week, and the 
size of the difference between the 6-day average and the Wednesday 
level of that week suggests that the decline was in evidence by Mon- 
day. The size of the known magnitudes for Treasury deposits with 
the Federal Reserve the Wednesday preceding and the 6 days also 
suggests, although less positively, that the gain indicated by the dif- 
ference occurred at least in part before Monday.* On the other hand, 


6. Daily figures for Treasury deposits with the Reserve banks may be obtained from 
the Daily Treasury Statement. By Friday of any given week when the Federal Reserve 
statements are published, the papers will have carried the daily Treasury deposit figure 
for Monday. 
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the difference between the 6-day average and the Wednesday level 
of Treasury deposits is so small that one cannot be certain of the 
timing. The fall in currency circulation probably occurred after Mon- 
day because this is its normal behavior. ; 

In order to treat each factor in the same way and to simplify the 
technique for interpreting the Federal Reserve statements, the fol- 
lowing short cut is suggested: let the 6-day average for all factors 
represent the Monday morning level, so that the difference between 
that average and the Wednesday preceding represents the gain or 
loss between those two points in time (not the average gain) and the 
difference between that average and the Wednesday of the same week 
represent the gain or loss between Monday morning and that Wednes- 
day. This short cut probably has the effect of understating the devel- 


TABLE 5* 
MIttions oF DoLiaRs 
Six-Day 
October 16 Average October 23 Differences 

(1) (2) (3) 2-1 2-3 

Federal Reserve hold- 

ings of government 

securities 

Bought outright. 23,259 23 ,221 23 ,228 — 38 + 7 
Repurchase. .... 53 53 0 0 — 53 

Net borrowed (—) or 
free (+) reserves... —277 +11 —302 +288 —315 

* Source: Federal Reserve Bulletin, December, 1957. 


opments both early and late in the statement week; this may be seen 
from an examination of Chart II, Assumption B. In that chart it may 
be seen that the Monday morning level of float is more probably 
$1,729 million than $1,584 million. Still the understatement may be 
counteracted to some degree by the other factors, the behavior of 
which is less certain. In addition, it may be better to understate than 
to overstate when gauging the intentions of the Federal Reserve 
authorities by their response to various developments. 

However one measures the banks’ gains and losses of funds, it is 
apparent not only that the Federal Reserve knew that banks had 
gained considerable amounts of reserves early in the week—that is, 
by Monday morning—but that it also knew by Tuesday that Mon- 
day’s losses of funds would by no means offset the average of the pre- 
ceding 4 days’ gain. Further, it knew for certain before the market 
closed on Wednesday that both Monday’s and Tuesday’s develop- 
ments were not adequate to offset the earlier gains. Action taken by 
the Federal Reserve authorities in response to these forces is indi- 
cated in Table 5. 
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At the time when banks gained funds—in the early part of the 
week—the Federal Reserve was selling securities outright in very 
small amounts. At the same time, it was maintaining its holdings of 
securities under repurchase agreement. The gains and the Federal 
Reserve action resulted in a small amount of free reserves on an 
average daily basis for 6 days of the week. Why the Federal Reserve 
failed to offset the banks’:gains of reserves from other sources can 
only be conjectured, but one possibility is that there were disturbances 
in the government security market early in the statement week and 
that the repurchase agreements were maintained in an effort to 
smooth them out. 

That there were such disturbances is plain from a glance at the 
behavior of the prices of Treasury notes and bonds between October 
8 and 17. Predominant influences in the government security market 
were uncertainty as to the impact of Sputnick I on defense spending 
and the debt ceiling; a Defense Department announcement that 
progress payments to defense contractors would be reduced; and the 
announcement that “Fanny May” would issue $750 million of short- 
term notes. As a result of these and perhaps other influences, Treasury 
note and bond prices fell sharply. 

As the November issue of the Monthly Review of the Federal 
Reserve Bank of New York noted in retrospect, “By October 18, 
however, prices of Treasury notes and bonds steadied . . . !” Con- 
tributing to this steadying influence, no doubt, was the maintenance 
of the repurchase agreements, which, unlike the general run of secu- 
rities bought outright by the Federal Reserve, are not confined to 
Treasury bills but may cover any type of government security so long 
as it matures within 15 months. 

The steadying of the market for government bonds and notes may 
account for the fact that, by October 23, the repurchase agreements 
had been allowed to run off. But why the Federal Reserve made 
outright purchases late in the week—even though they were modest 
—is less clear. This action does, however, dispose of an alternative 
hypothesis concerning the reason for the Federal Reserve’s failure 
to offset the banks’ gains of reserve early in the week. Had the reason 
for the failure been the unexpected size of the early gains, the Federal 
Reserve surely would have reacted by selling securities outright at 
this time. It most certainly ~vould not have bought securities. 

In conclusion, then, the easier reserve position of the banks in the 
week ended October 23 resulted, in all probability, not from an 
accident of timing of gains and losses but from a change in policy. 
The change in policy, however, appears not to have been entirely due 
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to the considerations that Mr. Dale had reported but at least in part . 
to considerations having to do with the Federal Reserve’s proclaimed | 
policy of “correcting disorderly conditions in the Government secu- / 
rity markets.” 

Still, some elements of a less restrictive policy—“erring on the side 
of ease’”—may have been involved. The small net outright purchases 
by the Federal Reserve during the runoff of repurchase agreements 
late in the week are otherwise difficult to explain; certainly, if they 
had not been made, net borrowed reserves would not have been much 
higher. Also, in each of the 3 weeks following, net borrowed reserves 
averaged less than $400 million; not since late February, 1957, had 
this level been maintained. At the beginning of the fourth week, the 
discount rate was moved downward from 3% to 3 per cent. In the 
March, 1958, issue of the Federal Reserve Bulletin, the relaxation of 
the restrictive policy in late October was confirmed.’ 

In the week in which the change in the discount rate was announced 
(the week ended November 20), the behavior of net borrowed re- 
serves suggested that the Federal Reserve was validating the change 


through open-market operations. Net borrowed reserves fell from - 


a daily average of $345 million (for the week of November 13) to 
$219 million. In the week following (ended November 27), however, 
the average rose again to $325 million. Again, this question arises: 
Did the Federal Reserve lower its sights in the first of these weeks, 
only to overshoot the target in the second week, or was the first week’s 
result largely accidental and the second week’s outcome more or less 
on target? Again, this technique can be used to indicate the timing of 
gains and losses and of Federal Reserve response in order to arrive 
at a conclusion. 

Using the term “early” to denote the difference between the levels 
of the Wednesday preceding and the 6-day average and the term 
“late” to mean the difference between the 6-day average and the 
Wednesday of that week, we have indications of the movements of 
the factors affecting bank reserve positions shown in Table 6. 

It can be seen that the banks acquired very substantial amounts 
of funds early in the week of November 20 through a jump in float 
and that the Federal Reserve acted to mop them.up. This action, 
however, was not sufficient to prevent a considerable reduction in net 
borrowed reserves (from $439 million on November 13 to $191 mil- 
lion for the 6 days ended November 19). Despite the fact that the 
float subsequently reversed itself, the Federal Reserve continued te 


7. On p. 118 of that issue, there appeared the following: “. . . the policy of restraint 
was relaxed beginning in the second half of October.” 
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sell; so that net borrowed reserves on November 20 stood at $387 
million. Thus it would appear that, while the Federal Reserve may 
have underestimated the size of the early gain, the restrictive policy 
had not been changed appreciably. 

In the next week there were early losses of moderate size. The 
Federal Reserve’s actions at that time were once more contradictory; 
that is, it again sold securities outright while buying securities under 
repurchase agreement. In this instance, however, the balance in favor 
of net purchases was in the right direction; that is, it offset the banks’ 
losses as net borrowed reserves declined from $387 million on No- 
vember 20 to the 6-day average of $320 million. Among the factors 


TABLE 6* 
MILLIons oF DoLiars 
Week Ended No- Week Ended No- 
vember 20 vember 27 
Early Late Early Late 
Federal Reserve float......... +496 —110 — 81 —320 
Currency in circulation....... —°5 + 24 — 8 — 230 
Treasury deposits............ — 15 — 44 + 66 + 45 
eee — 48 - 7 + 77 +137 
Required reserves............ — 96 — 14 + 15 — 36 
Federal Reserve government 
security holdings 
Repurchase agreement.... 66 7 +139 + 8&5 
Change in net borrowed re- 
+248 —196 + 67 + 35 


* Source: Federal Reserve Bulletin, January, 1958, pp. 31-33. 


to be borne in mind in the interpretation of the actions of the Federal 
Reserve was the refunding of almost $10 billion of Treasury securi- 
ties; the books were open for the operation on November 21 and 22. 

It appears likely that the Federal Reserve was caught by surprise 
by the pressure on bank reserves later in the week, since it then 
reversed its action and bought’securities outright while continuing 
to add to its holdings under repurchase agreement. It seems unlikely 
that the currency circulation movement, either early or late, was a 
source of surprise; it usually rises substantially before the Thanks- 
giving holiday. A more likely origin of difficulty was the movement 
of float, which, as explained earlier, is notoriously volatile. 

It also appears that the Treasury took a hand in relieving the 
pressure on the money market. In the first place, its balance with 
the Reserve banks declined, thus affording some relief both early 
and late in the week. Were this all, no real significance could be read 
into its action; after all, the level of its balance on November 27 
was still well within the range carried in most weeks of the year. 
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But the reduction in its general account balance of the Treasury was 
supplemented by a fall in “other deposits,” the lodging place of the 
dollar balances of the Treasury’s “special account,” that is, the stabil- 
ization fund account. A fall of this size—$215 million from November 
20 to 27—can hardly be attributed to changes in the other types of 
balances, principally non-member clearing accounts, carried in “other 
deposits.” More likely, it represents a shift of funds from the Treas- 
ury’s “special” to its “general” account with the Reserve banks. That 
the Treasury resorted to this shift in order to augment bank reserves 
is based on the following line of reasoning: since the Treasury had 
ample funds in its tax and loan accounts, it could have withdrawn 
its funds from those accounts, especially since the “C” account ar- 
rangement obviated any timing problems; since the Treasury chose 
not to make use of tax and loan withdrawals, it follows that the 
Treasury must have wanted to put funds into the hands of the banks.*® 


SUMMARY 


Within certain limits, it is possible to guage the timing of banks’ 
gains and losses of funds and of Federal Reserve response to them 
within each week. Within these same limits, therefore, it is possible 
to ascertain whether movements during a given week caught the Fed- 
eral Reserve by surprise or whether some elements of purpose were 
present. This may be done by searching for any noticeable departure 
from previously established norms of Federal Reserve policy. 

It should be noted, however, that the technique described here does 
no more than narrow the range of guesswork concerning the inten- 
tions of the Federal Reserve as revealed by actual developments. 
It does not pretend to eliminate entirely the need to make judgments. 

8. Another explanation of the decline in the Treasury’s “special” account is the pur- 
chase of gold, which, for some reason, the Treasury did not wish to put into the gold 
stock. This alternative explanation, however, does not seem as plausible as the one ad- 


vanced, since it is difficult to imagine why the Treasury would wish to disguise purchases 
of gold at this time. 
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VARIABLE-RETURN BONDS—THE FRENCH 
EXPERIENCE 


ALEK A. RozENTAL* 
St. Louis University 


IN THE LAST TEN years France has been experimenting with debt 
instruments designed to overcome deeply rooted—and well-grounded 
—fears of inflation on the part of French savers. By far the most 
important of these instruments is the variable-return bond. A vari- 
able-return bond promises to the buyer a minimum interest return 
and a par redemption value, but, in addition, either the interest or 
the redemption value or both may be augmented according to some 
agreed reference index. The variability of return can operate only in 
the upward direction. 

Since 1949 and particularly since 1952, variable bonds have grown 
in popularity every year. Inaugurated in the nationalized sector of 
the economy, they were soon adapted for state issues and quickly 
spread to the corporate sector of the capital market. In the analysis 
that follows, some reference will be made to government issues, but 
primary attention will be given to variable bonds issued by private 
corporations. 


DEVELOPMENT OF VARIABLE-RETURN BONDs IN FRANCE 


While a few securities issued in the 1920’s bear some resemblance 
to variable-return bonds,’ the development of this type of security is 
a postwar phenomenon. After the second World War the swollen cur- 
rency and credit supply and the influence of released hoards of gold 
and foreign currency increased demands for goods and services, the 
supplies of which remained scarce because of war damage and gen- 
eral instability. The French government, anxious to restore produc- 
tive capacity as quickly as possible, resorted to nationalization, 
large-scale deficit financing, and creation of bank credit. This re- 
sulted in rampant inflation and dried up the flow of voluntary sav- 
ings to the bond market.” 

* The author wishes to thank Messrs. Busson, Debos, and Christian, of the Ministry 


of Finances, and Mr. Colmet-Daage, of Crédit Lyonnais, for providing valuable data 
and information. 


1. For example, the 6.5 per cent bond of Hydro-Electrique d’Auvergne and the 7.5 
per cent issue of Citroén, both with variable-return features, were issued in 1926. 

2. Cf. Oliver Moreau-Neret, Les Valeurs frangaises depuis 1940 (Paris, 1957), esp. pp. 
10-21. 
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The year 1952 marked a turning point in French financial history. 
A series of drastic fiscal measures and the growing capacity of the 
renascent French industry brought about a slowing-down in the rate 
of increase in the price level. It was decided to abandon credit crea- 
tion and deficit budgeting as means of financing industrial expansion 
and to appeal, instead, to the private saver. The Pinay Gold Loan of 
1952, relating the redemption value of the bond to the market price 
of gold coin, was issued against this background. The success of this 
loan convinced large-scale borrowers, both public and private, that 
the large fund of private savings could be tapped, provided that in- 
struments were developed that would protect the saver against a 
future decline in the value of money.* 

The French legal system frowns on contracts which weaken the 
principle of monetary nominalism, i.e., which run counter to the 
principle that, except for interest, a sum borrowed must be equal to 
the sum repaid. In fact, such contracts were held illegal by the courts, 
and a special parliamentary statute was necessary to make the Pinay 
loan legal. Even now, private issues cannot provide for a return that 
would vary with a purely “monetary” index such as foreign-exchange 
rates or the market price of gold. Reluctant exceptions are made only 
in the face of compelling economic reasons for state loans specially 
approved by parliament.* 

Nationalized industries made the first large-scale use of non-mone- 
tary indexes to make bond issues more attractive to private lenders. 
Th electricity-generating industry, the coal-mining industry, the rail- 
road industry, and others began to issue securities in which the inter- 
est return and/or the capital redemption value varied above a stated 
minimum in accordance with a specified index. For the electricity- 
generating industry the index was the price per kilowatt-hour; for the 
coal-mining industry the index was the man-hour output at the coal 
face; and for the railroad industry the index was the price of a third- 
class ticket.” 


3. Cf. Louis Cartou, “Les Emprunts publiques indexés,” Revue de science et de légis- 
lation financiére, January-March, 1954; also, “Analyse des résultats de l’emprunt 3.5% 
1952,” Statistiques et études financiéres, March, 1953. It should be noted that state issues 
often contain attractive tax-exemption features. 


4. Cartou, op. cit., p. 92. For a comprehensive discussion of the development and 
present legal status of French variable-return bonds see Joseph Hammel, “Les Clauses 
d’échelle mobile et le droit monétaire francais,” Revue économique, March, 1955. 


5. In the succeeding sections much detailed information is drawn from two compre- 
hensive studies of French variable-return bonds: the book by Moreau-Neret, op. cit., 
and the March, 1955, issue of Revue économique, which is devoted in its entirety to the 
subject of indexation. Because much of this information overlaps, no specific references 
will be made to these studies. Other sources will be indicated in appropriate footnotes. 
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The device of expressing the variability of return in terms other 
than money or gold satisfied the attachment of French courts to 
nominalism. But, even now, each issue is carefully scrutinized for 
traces of “monetary clauses” and has to be approved by the Ministry 
of Finances prior to public offering. 

Encouraged and attracted by the success of these issues in the na- 
tionalized sector, private corporate issuers began to experiment with 
variable-return bonds. At present, there are about seventy major 
corporate issues whose return varies with some predetermined index. 


PRIVATE ISSUES OF VARIABLE-RETURN Bonps*® 


The variable-return bonds issued by French corporations in the 
past seven or eight years may be conveniently grouped into two cate- 
gories. The first category comprises issues whose return varies with 
corporate earnings and/or dividends. The second category contains 
issues whose return varies with economic variables not directly re- 
lated to the profitability of the enterprise. These variables include the 
price of the principal product of the issuer, the rate of turnover, the 
volume of sales, or some measure of productivity. 

Both small and large issues are to be found in each category. 
Though variable-return bonds appear most frequently in those in- 
dustries where large-scale units predominate, no single industry 
monopolizes the issue of these bonds. Indeed, it has become custom- 
ary for French corporations to band together in an industry group- 
ing for purposes of capital issue in order to compete on more even 
terms with the large offerings of the nationalized enterprises.’ 

With one or two exceptions, variable-return bonds issued prior to 
1953 by the private sector vary the return on both interest and re- 
demption value.* A number of issues provide for some extra return, 
over and above the specified minimum, even though the index may 


6. The information contained in this section is based on worksheets made available 
to the author by the Crédit Lyonnais. This French commercial bank keeps a record of 
all new issues and prepares a digest of bond indentures for internal use and as raw data 
for the official index of security issues that it prepares for the National Institute of 
Statistics. 


7. For example, the electrical construction industry group in July, 1954, and again 
in June, 1957, and the iron and steel industry group in October, 1955, in October, 1956, 
and most recently in September, 1957, issued such bonds. 


8. The bonds of Charbonnages de France and those of Electricité et Gas d’ Algérie 
carry a fixed-interest coupon but provide a variable premium on the capital value. In 
the bonds of Delahaye-Rachet, issued in 1952, the extra return is paid on interest only. 
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remain stationary.* All issues are marketable, and a few of them 
provide for partial redemption before maturity, usually through a 
lottery draw. Some private issues give an option to the corporation 
to redeem the bonds before maturity in return for a nominal 
premium. 

Table 1 suggests that the coupon rate attached to variable-return 
bonds was substantially below the market rate of interest of standard 
bonds. This combination of a certain lower minimum rate of interest 
and a possibly higher maximum rate of interest payable on variable- 
return bonds is apparently attractive to issuing corporations. 


TABLE 1* 
YIELDS ON FRENCH SECURITIES, 1955-58 (PER CENT) 

1955 1956 1957 1958 
All fixed-interest bonds (public and private) N.A. N.A. 6.27 6.30 
Variable-return bondst (public industrials). 3.94 s.. i 3.39 4.07 
Fixed-interest bonds (public industrials).... 5.92 6.17 7.74 7.95 

* Sources: Institut National de Statistique et Etudes Financiéres, Annuaire statistique de la France (1957), 

p. 370; Bulletin Mensuel de Statistique, July, 1958, p. 33. 


t With one exception, these bonds were issued and sold at par. The Renault issue of 1956 was offered at 99 
(Crédit Lyonnais worksheets). 


CHARACTERISTICS OF VARIABLE-RETURN BONDs 


Among privately issued variable-return bonds there are wide vari- 
ations with respect to the type of index chosen, the relationship of 
the extra return to the index, and other indenture provisions. 

Most issues of the nationalized sector utilize indexes which are 
external to the undertaking and are either national or industrial 


averages. Thus, in the 1956 issue of the Bons d’Equipment Industriel 
et Agricole, the reference index is the national index of production.” 


In the 1953 issue of the Electricité de France, the reference index is 
the price per kilowatt-hour."’ Both indexes are calculated by the 


9. For example, the bonds of Renault, issued in 1955, carry a minimum fixed return 
of 5.5 per cent that varies upward with changes in the rate of turnover. But, irrespec- 
tive of the change in the index, the holders of each 10,000-franc bond are guaranteed 
at least 10,500 francs for the first ten years and at least 11,000 for the last 10 years 
of the duration of the bond. Similar provisions pertain to the issue of the SAVIEM 
automobile group and the GICEL electrical-construction industry group. 


10. The issue provides for variable return on interest only. For each point of the 
index of production above 119, an additional 0.05 per cent is added to the coupon. In 
1956 the index stood at 134 (1952 = 100). 


11. In this issue the minimum interest return was set at 4.5 per cent and was to vary 
upward with the price per 100 kilowatt-hour. The redemption value was to equal the 
annual interest paid multiplied by 20, but not less than 16,000 francs, the par value. 
Retirement of the bonds began in 1958, with a tenth of the issue to be retired by lottery 
draw every succeeding year. 
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National Institute of Statistics. from the point of view of the lender, 
such indexes have the advantage of clarity and simplicity and pro- 
vide a reliable and independent check on the variability of return. 
On the other hand, the fact that these indexes are used by the na- 
tionalized undertakings raises the possibility that the index chosen 
may be influenced by the performance of the nationalized industry 
and, indeed, by political considerations. It is conceivable that the 
price of electricity may be held down on political grounds, even 
though it would rise under free-market conditions. 

In the private sector, corporate issuers are reluctant to rely on an 
index that is computed by a national agency. They prefer to vary the 
return on their bonds in accordance with an index that they them- 
selves compute and that reflects more closely the economic perform- 
ance of their enterprises. 

Those private issues that relate to internal indexes other than 
those based on corporate dividends and earnings have become more 
and more popular in recent years. In part, this growing popularity is 
due to the fact that output and related performance are considered 
less ambiguous than earnings and less subject to corporate discretion 
than dividends. Inasmuch as these issues favor the lender, they are 
more risky to the issuer. Accordingly, ways have been devised to re- 
duce the degree of risk incident to the issue of securities whose yield 
may not closely correspond with the income of the issuer. Some of 
these devices are indicated below. 

In only a few issues is indexation simple and integral; that is, a 
given percentage rise in the reference index calls for an extra return 
of equal per cent.’ In most public issues and in almost all private 
issues, the relation between variability of return and the index is 
much more complex. The precise relationship between the extra re- 
turn and changes in the reference index is determined by the “co- 
efficient of indexation,” which is almost always less than unity. Some- 
times the coefficient is stated explicitly, as when a 10 per cent in- 
crease in the index involves a 1 per cent increase in the interest and 
capital value. More often the coefficient is stated implicitly, as when 
a given sum is payable in response to a stated change in the index.’* 

The range of coefficients of indexation is considerable: from 1:1, 


12. The issues of Electricité de France are of this type. So are the early issues of 
Gas de France. 


13. Thus in the bonds issued by Péchiney in 1953, with a 5.5 per cent coupon plus 
one-third of the percentage increase in earnings and dividends, the coefficient is explicit. 
In the Sidelor issue of 1953 with a coupon of 6 per cent, 20 centimes is added to 
interest and 3 francs to capital for each million-franc increase in dividends and reserves. 
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integral indexation, to 1:30 or less."* It appears that the coefficient 
of indexation is the primary safeguard used by corporate issuers to 
minimize the degree of risk incident to the issue of senior obligations 
with a contingent liability of indeterminate size. 

Additional complications arise when the reference is not one index 
but a combination of indexes. Issues that vary return with gross 
sales use, of course, both price and volume. In this case it is the 
product of the two vari bles that determines the extra return on the 
bond. More frequently, however, the use of two variables in an index 
implies an additive function. That is, the extra return is computed on 
the basis of each index, and the lender is entitled to the sum of the 
extra returns so calculated.” The coefficients of indexation may be 
identical, or they may differ for each of the components of the index. 
In any event, as the rate of change of the components over time is 
likely to vary, the extra returns will differ. A problem arises in the 
event that, say, the price of the product advances while total sales 
decline. In a number of issues this is provided for by specifying that, 
if the direction of change of the two components is different, the de- 
clining variable will be disregarded and only the advancing variable 
considered in calculating the extra return to the lender.'® 

In private issues of variable-return bonds, as distinct from public 
issues, the provisions relating to the computation of the index and 
the precise methods of computing the extra return are sometimes ex- 
tremely complicated. When the private issue is destined for private 
placement or when it is explicitly tailored for the institutional mar- 
ket, this is of little importance because the buyers can be expected to 
have the staff and resources to appraise the relevant features of such 
an issue. But for private issues designed for the general public, 
mathematical and accounting complexity presents a serious obstacle 
to marketability, and it is questionable whether the extra safeguards 
motivating such complexity compensate for the narrowing of the 
market.'* 

14. The coefficient of indexation is equal to 1:30 when the extra return, expressed as 


a proportion of minimum return, is one-thirticth of the percentage change in the ref- 
erence index. 


15. For example, in the Michelin bonds issued in 1955, 55 centimes are added to the 
5.5 per cent coupon for each per cent increase in tonnage sold, and 82.5 centimes for 
each per cent increase in the price of rubber. The corresponding premiums on capital 
are 25 francs and 10 francs. 


16. This is true of the Michelin issue, of the 6 per cent bonds of the Iron and Steel 
Industry Group issued in 1954, and of the bonds of Société Métalurgique de Knutange 
issued in 1955. 


17. See, for example, the indenture of MONOD bonds issued in 1952, where the extra 
return is a non-linear function of the wage bill, the price of steel, and the price of 
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A number of provisions relating to the base period selected for 
computations, the timing of extra return payments, and the relation 
of the variable-return issues to changes in the capital structure of the 
corporation have the effect of providing an additional hedge to the 
borrower. Thus the base is frequently chosen as of some favorable 
date, so that future increases are less likely to take place. More 
importantly, the timing of payments often results in a substantial lag 
that offsets in part the effect of a rising index on the rate of return."* 
Finally, provisions are often inserted that specify that future returns 
on variable bonds are to be adjusted to take cognizance of earnings 
attributable to the productivity either of past assets or of assets that 
may be acquired in the future.’® 

While most of the special provisions of the indentures are designed 
to provide further protection to the borrowers against unforeseen con- 
tingencies, there are some provisions that aim at reassuring the lend- 
ers. Thus great care usually is exercised to set down quite rigorously 
the way in which extra interest and extra capital are to be computed 
and paid. Although the extra return is subject to declaration by 
directors, efforts are made to make such declaration mandatory and 
automatic. 


VARIABLE-RETURN BoONDS—A TENTATIVE APPRAISAL 


Variable-return bonds have been on the market for only a few 
years. The diversity among them suggests their still experimental 
character. More importantly, much of the information necessary for 
a careful evaluation is either not available or available only in raw 
form. Thus the appraisal attempted here is incomplete. 

Some indication that corporate issuers favor the new type of secu- 
rity can be gleaned from the fact that in a period of seven or eight 
years variable-return bonds have overshadowed traditional bonds in 


cement. In the SOMUA issue of 1953, the return is calculated according to the formula 
157 + (Ik lo) /lo, where Tk is the ratio of the value of total sales to the number of 
hours of direct labor in the year preceding payment and Jo is the same ratio in the 
base year (1952) 

18. Many issues provide for a “threshold” that further attenuates the operation of 
the index. Thus the 6 per cent bonds issued by SNCF (railways) in 1954 specify that 
the extra interest will be payable only if the price of rail travel per kilometer were to 
rise by more than 50 per cent above the base year. The issue of the electrical construc- 
tion industry group provides that extra return is not payable unless gross sales exceed 
440 billion francs 


19. Such provisions occur in the SAVIEM bonds issued in 1956. In a few issues the 
corporation reserves the right to retire the issue in the event that the extra return 
becomes a stated multiple of the guaranteed minimum return. Thus, in the SOMUA issue 
of 1953, the corporation can retire its bonds when the annual interest and amortization 
is four times the guaranteed interest and capital value. 
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market importance. Most of the new obligations issued by French 
corporations contain a variable feature of one kind or another. 
Available statistics clearly show the growing importance of variable- 
return bonds relative to total senior obligations issued.” Moreover, 
even though the popularity of stocks has greatly increased in France 
since the end of the war, the rate of growth of variable-return bonds 
sold to the public exceeds that of stocks in the French capital mar- 
ket.” 

Another indication that corporate issuers have found the variable- 
return bond a suitable financial instrument can be found in the cir- 
cumstance that not a single major issue has yet been retired before 
the stated maturity date, in spite of options to that effect in a num- 
ber of issues marketed in the early 1950’s. Further, many corpora- 
tions have used the device of variable-return bonds time and time 
again. Thus Citroén, Péchiney, and the iron and steel industry group 
went to the market three or four times each between 1953 and 1958; 
every issue offered contained a variable-return feature. 

It is more difficult to say something definite about the investment 
experience of variable-return bondholders. In a number of cases the 
judicious use of base combined with a careful selection of the index 
meant that the actual return paid to bondholders was little more 
than the guaranteed minimum return. But in the majority of cases 
the return obtained exceeded the guaranteed minimum. 

In general, it appears that the experience of bondholders with 
public issues was happier than with private issues. But among pri- 
vately issued bonds there were several that, both in capital apprecia- 
tion and in extra interest paid, proved very attractive to the holder.** 


20. In 1955, the proportion of variable-return bonds to all private corporate obliga- 
tions issued was 38 per cent. By 1956, this proportion had risen to 53 per cent, with 
another 12 per cent accounted for by convertible bonds (Onsiéme rapport annuel du 
Conseil National du Crédit (Paris, 1957], p. 91). 


21. The value of stocks subscribed in France in the open market rose from 44 billion 
francs in 1951 to 120 billion in 1956; all senior securities increased in the same period 
from 19 to 75 billion (Statistiques et études, November, 1957, p. 1020). Inasmuch as the 
proportion of variable bonds to all bonds was increasing, the rate of increase of variable 
bonds must have been even greater. It should be noted that these figures understate the 
investment importance of variable-return bonds because a large, if indeterminate, amount 
is purchased by insurance companies and other financial institutions through direct 
placement. Many large issues of variable bonds were specially tailored for these financial 
institutions, e.g., the MONOD issue of 1952. 


22. The several issues of Citroén, of 1954, 1955, and 1956, paid just the guaranteed 
minimum interest in 1958. The SAVIEM issue of 1956 is the only one in the automobile 
industry that, up to August, 1958, paid more than the minimum guaranteed interest. 
The situation is vastly different in the department-store issues. The 6 per cent bonds 
issued by Galleries Lafayette in 1954 paid 743 frances to each 10,000-franc bondholder 
in 1958, Pris-Unic, Paris-France, and other department stores also paid substantial extra 
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Of course, a portion of extra interest accruing to the bondholder is to 
compensate him for the lower minimum return of a variable return 
as compared with the traditional bond. Chart I shows, however, that, 
simply as a hedge against the fall in the value of money, variable- 
return bonds have shown themselves superior to fixed-interest obli- 
gations.** They have also been superior to some of the traditional 
asset forms such as gold or foreign currency.** Much more research 
is needed to determine whether the holder of variable-return bonds 
did, in fact, maximize the discounted value of income over time by 
buying indexed bonds, given market alternatives available to him. 

The variable-return bond is a financial instrument significant be- 
yond the confines of the French capital market. There are a number 
of reasons for this. In the first place, several countries besides France 
have been experimenting with new kinds of securities designed to 
overcome savers’ reluctance to intrust funds to the capital market. 
In Chile, Sweden, and Finland there have been several issues since 
1950, the return on which varied with the cost-of-living index or 
with the price of a standard commodity such as wheat. 

In Italy and in Israel since the war, there have been several issues 
that provided for payment of interest in kind rather than in money. 
In a number of countries, including such disparate political regimes 
as Soviet Russia, Great Britain, and Thailand, bonds with lottery 
features have proved very popular with investors. While these hybrid 
securities have not been so fully developed in any other country as 
in France, they suggest that a need for such hybrids has been felt 
in a wide variety of situations.” 

In the second place, variable-return bonds are not an isolated 


interest in 1958. These results were not confined to one industry. Péchiney, the giant 
of the chemical industry, paid 6.81 per cent on its 5.5 per cent bond issued in 1953. 
Testut, a company in the construction industry, paid 7.45 per cent to holders of its 
bonds issued with a 5 per cent coupon (Coté desfosses, August 19, 1958). 


23. The chart probably exaggerates the market performance of variable-return bonds. 
The index of these bonds is the weighted average of only seven securities drawn from 
the nationalized industry sector. As suggested in the text, these securities are, in general, 
more favorable to the borrower than the issues of private corporations. The index on 
which the chart is based is, however, the only one computed by the National Institute 
of Statistics for variable-return bonds. 


24. The wholesale price index based on 1938 stood at 2,714 at the end of 1958. In the 
same period the price of gold Napoléons rose from 226 francs to 3,329 francs, a rate 
of increase barely half that of the price index. The market price of the United States 
dollar, 35 francs in 1938, reached 440 francs in 1958. The percentage increase in the 
market price of the Swiss franc was somewhat greater but still considerably below the 
rate of increase of the wholesale price index. 


25. Cf. M. Vasseur, “L’Indexation 4 l’étranger,” Revue économique, March, 1955; 


Moreau-Neret, op. cit., pp. 61 ff.; Harold M. Groves, Financing Government (New 
York, 1958), p. 578. 
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CHART I 
PRICE INDEXES OF FRENCH SECURITIES, 1949-57 


300 


200 


100 


1949 1953 1955 1957 


Source: Institut National de la Statistique et des Etudes Economiques, Bulletins Mensuels 
(Société de Banque Suisse, Bulletin No. 3 (June, 1958]). 
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phenomenon in the struggle to adapt social institutions to what is be- 
lieved to be the long-term inflationary trend. Sliding-wage agree- 
ments are a feature of the labor markets in most industrial countries. 
In a few countries the principle of varying payments with some infla- 
tion-proof index has been extended to mortgage payments, indem- 
nities, life insurance, and even, as in Finland, bank deposits.”® 

Finally, the specific French model of variable-return bonds has 
been imitated outside France. In Switzerland, for instance, there has 
appeared quite recently a private bond issue that is clearly patterned 
on the French hybrids.” 

It is interesting that, in spite of the fact that the French variable- 
return bonds are undoubtedly popular,”* they find very few defend- 
ers among professional economists. Indeed, they raise fundamental 
questions about the future of money, about the future ability to stem 
the inflationary tide, and about the political wisdom of providing pro- 
tection to a special segment of the population. To answer these ques- 
tions adequately would require another paper, and no attempt will 
be made to deal with them here.”® 

But it would be superficial to dismiss variable-return bonds as a 
crank scheme limited to a country whose institutions and traditions 
are different from ours. Even in the United States the problem of 
adapting institutions and instruments to what is politely termed the 
“secular exhilaration” is a very real one. Irving Fisher may have had 
few followers at a time when inflation was a distant threat, but re- 
cent discussions concerning variable annuities and constant-purchas- 
ing-power bonds strangely echo his voice.*° 


26. L. Rigot-Muller, “L’Indexation des depéts d’épargne,”’ Journal des caisses 
d@’épargne, July, 1958. In France at least one insurance company writes variable annuities 
based on an investment portfolio composed exclusively of variable-return bonds (Le 
Contrat révalorisable [Paris: Phénix-Vie, n.d.]}). 


27. See “Les Emprunts indexés—un reméde?” Societé de Banque Suisse, June, 1958. 

28. In 1953 a survey conducted by Vie francaise found that, among those respond- 
ents familiar with the capital market, 80 per cent considered bonds that related return 
to an internal index a great attraction (Gael Fain, “Les Formiles d’emprunts indexés,” 
Cahiers économiques, May, 1953). 

29. For an extremely critical view of these bonds see André Ehrhardt, “Sur les 
emprunts indexés,” Revue d’économie politique, March-April, 1956. For a qualified 
approval see the introduction by Emile James to the special issue of Revue économique, 


March, 1955. For a favorable view see International Congress of Savings, Final Reso- 
lutions (Paris, 1957), III, 413. 


30. Cf. Leonard E. Morrissey, “Dispute over Variable Annuity,” Harvard Business Re- 
view, January-February, 1957; Richard Goode, “A Constant Purchasing Power Savings 
Bond,” National Tax Journal, December, 1951; Joint Committee on the Economic 
Report, Monetary Policy and the Management of Public Debt (82d Cong., 2d sess. 
(Washington, 1952]); pp. 142-45, 888-89, 1105 ff. 
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COMMUNICATIONS 


SECURITY-RESERVE REQUIREMENTS IN THE 
UNITED STATES AND THE UNITED KING- 
DOM: A COMMENT 


A. N. McLrop* 


Toronto-Dominion Bank 


[Epvrror’s Nore: The following comment and replies were written prior to the release 
of the report of the Radcliffe Committee (Report, Committee on the Working of the 
Monetary System, H.M. Stationery Office, Cmd. 827). Publishing deadlines for the Jour- 
nal of Finance precluded textual revision by the authors to take account of the Report.] 


THE TWO INTERESTING articles on security reserves that appeared in 
the December, 1958, issue of this Journal’ should stimulate further 
thinking on this subject, and I should like to contribute to the dis- 
cussion. I propose to deal, first, with certain aspects of Aschheim’s 
article and, second, with some of the points raised in Novack’s. This 
leads me to some comments on how the volume of bank deposits is 
controlled in Britain, after which I offer some observations on 
security-reserve requirements generally. 


I. Security RESERVES IN THE UNITED STATES 


Aschheim’s analysis is, in his own words, “limited to supplemen- 
tary security-reserve requirements with the objective of insulating 
bank-held government debt, in whole or in part, from the impact of 
restrictive monetary policies on the private credit market.” Thus he 
squarely raises the question of the principle that government borrow- 
ing should be subject to the full discipline of the market; yet he 
never faces up to it. He does mention it briefly? and does not ex- 
plicitly reject it. Nevertheless, he apparently accepts the view that it 
is appropriate to hold down the interest on bank-held debt in order 
to reduce the burden on the national treasury. 

It is perhaps worth noting that, in large part, the interest subsidy 

* The views expressed are, of course, the personal opinions of the author and do not 
necessarily represent the official views of the Toronto-Dominion Bank. 


1. Joseph Aschheim, “Supplementary Security-Reserve Requirements Reconsidered,” 
Journal of Finance, XIII, No. 4, 473-87; and David E. Novack, “Liquidity Ratios and 
Recent British Monetary Experience,” Journal of Finance, XIII, No. 4, 510-26. 


2. Op. cit., pp. 485 f. 
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thus provided to the government is paid eventually by the general 
public as customers of the banking system and not by bank share- 
holders. The banks are in the business of selling certain services to 
the public and must be able to recover their costs if they are to stay 
in business. On the other hand, competition among themselves and 
from other institutions rendering somewhat similar services pretty 
well insures that bank profits are kept in line with the profits that 
could be earned in alternative uses of capital funds. Consequently, 
any significant reduction in gross earnings ratios is likely to be 
passed on in the form of lower interest payments on deposits or 
higher service charges, and any significant rise in earnings ratios is 
likely to bring higher interest on deposits or lower service charges. 

Aschheim asserts that the one significant difference between secu- 
rity-reserve requirements (which for brevity may be called “second- 
ary ratios”) and higher cash reserve requirements (primary ratios) 
is that the former would provide some earnings to the holder. It 
would seem, however, that there is at least one other important dif- 
ference, in that a higher cash ratio reduces the “leverage” which cen- 
tral bank action exerts on the total money supply. That is, it would 
take more direct intervention by the central bank, in the form of 
sales of government securities, in order to exert the same pressure on 
the volume of commercial bank deposits. With a high leverage (low 
primary ratio), a relatively small sale of securities by the central 
bank can put heavy liquidation pressure on the banking system; 
conversely, a relatively small central bank purchase of government 
securities would permit considerable expansion by the commercial 
banks. This difference seems to be very important at the present 
time, when government security markets are jittery. In Canada, for 
example, where the primary ratio is relatively low (8 per cent), the 
commercial banks are sensitive to quite moderate open-market oper- 
ations by the central bank, and thus, when restraint is necessary, it 
can be brought about with little actual net liquidation of bonds by 
the banking system as a whole (i.e., the central bank and the com- 
mercial banks combined). If the central bank had to sell a substan- 
tial volume of government securities in order to bring about effective 
restraint, the strain on the bond market might become intolerable. 


II. THe Liguipity RATIO IN THE UNITED KINGDOM 


In discussing the variations in the liquidity ratio from month to 
month after 1951, Novack does not attempt to analyze the seasonal 
factors involved.* (The so-called liquidity ratio is the sum of what I 


3. Novack, op. cit., pp. 517-22, 
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have called the “primary” and the “secondary” ratios.) He does 
acknowledge in a brief footnote* that there is a regularity in the be- 
havior of the ratio that is related to seasonal variations in the Treas- 
ury bill issue, but he does not elaborate on it. Surely, this point is 
important enough to merit elucidation, in view of the thesis (which 
Novack apparently accepts) that the liquidity ratio is the effective 
instrument of monetary control in the United Kingdom. 

Later, after discussing the use of mandatory liquidity ratios as a 
supplement to funding, he says: 


Why not use mandatory liquidity ratios exclusively as a means of monetary re- 
straint? Mainly because prescribed liquidity ratios do not increase long-term rates 
at all and thus leave unrestrained the borrowers in the capital markets, where 
heavy investment has provided much of the pressure behind the current inflation. 
Compulsory liquidity ratios are useful only as a complement to the funding 


_ technique, not as a rather maladroit substitute.5 


Three criticisms of this passage appear to be in order. In the first 
place, it should be noted that he had argued previously that interest 
rates do not have much effect on borrowing anyway. In the second 
place, what is at issue at this point is the effectiveness of mandatory 
liquidity ratios as an instrument for preventing an increase or pro- 
ducing a decrease in bank deposits, and the rate of interest in long- 
term markets is not immediately relevant. In the third place, it would 
surely be quite possible to raise the liquidity ratio above the level 
of existing holdings and thus force the banks to switch from long- 
term governments to shorts, as happened in Canada in the first half 
of 1956 when the banks were readjusting their portfolios to the new- 
ly agreed secondary ratio: this would certainly produce an increase 
in long-term interest rates, if that were considered desirable. 

Novack’s account, following De Jasay,° of the limits within which 
the amount of funding must lie in order to reduce liquidity enough 
to effect a contraction of deposits is so incomplete as to suggest that 
there must have been an unintentioned omission from the printed 
text. The passage to which he refers is brief and may be quoted in 
full: 


. . . The new orthodoxy, with its mandatory second ratio, sets two easily 
calculable limits within which the necessary amount of funding must lie. The 
lower limit is equal to the desired reduction in the cash base itself. This is also 


4. Ibid., p. 521, n. 16. 
5. Ibid., pp. 524-25. 


6. A. E. de Jasay, “Liquidity Ratios and Funding in Monetary Control,” Oxford 
Economic Papers, New Ser., VIII, No. 3 (September, 1956), 245-51. This article is 
incorrectly cited by Novack. 
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the lower limit under the old orthodoxy. The upper limit is the sum total of 
(a) the ‘cushion’ or ‘excess liquidity’ in the banking system (the volume of 
liquid assets carried by it over and above that needed to establish the minimum 
liquidity ratio), and of (b) the desired reduction in aggregate deposits multiplied 
by the mandatory minimum ratio. To illustrate with a numerical example, if total 
clearing bank deposits are 1,000, the minimum ratio 30, and the actual ratio 33 
per cent, and the target is to reduce deposits to 900, the maximum amount the 
authorities could possibly find themselves obliged to fund would be 60, made up 
of 30 to absorb excess and 22 to absorb mandatory liquid assets, and 8 to absorb 
cash. Without a mandatory ratio it would be conceivable, though of course 
highly improbable, that the composition of the National Debt would have to be 
altered to an extent sufficient to mop up not only ‘excess’ liquidity, but all of 
the banks’ money-market assets before the authorities could get at the margin of 
their cash reserves and hence at bank deposits.? 


The most important questions about Novack’s paper, however, 
concern the proper function of the liquidity ratio. This in turn is 
bound up with the thesis, which he apparently accepts, that the 
volume of bank deposits in Britain cannot be controlled through the 
primary ratio and therefore must be controlled through the liquidity 
ratio. If this thesis is invalid, then much of his analysis is vitiated. 
Let us therefore postpone further comment on Novack’s conclusions 
until we have examined the fundamental premise on which they are 
based. 


Ill. THe Controt or BANK DEposiITs IN THE UNITED KINGDOM 


Controllability of primary reserves: the case against it—Novack’s 
summary’® is, I believe, a faithful report of the reasons advanced in 
the United Kingdom for believing that institutional peculiarities 
“eke it impossible for the Bank of England to effectively control the 

» Lase” (primary reserves) of British commercial banks through 

»-market operations and that the volume of bank deposits is con- 
‘rolled instead by limiting the total liquid assets available to the 
banks. This argument denies that bank deposits are limited to 12} 
times primary reserves by the agreed 8 per cent ratio; rather, the 
volume of primary reserves that the banks choose to exact from the 
authorities is derived by applying the agreed ratio to a volume of 
deposits that is determined in other ways. It asserts that the Bank of 
England and the government, between them, control the volume of 
bank deposits by limiting the volume of liquid assets available to the 
commercial banks, which in practice means limiting the Treasury bill 
issue; since the banks have agreed to maintain a 30 per cent mini- 


7. Ibid., pp. 250-51. 
8. Novack, op. cit., pp. 522-24, 
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mum liquidity ratio, their deposits cannot exceed 34 times their 
liquid assets. 

The critical point is whether the Bank of England can or cannot 
control the primary reserves of the banks. If it cannot, then it cannot 
control deposits through the 8 per cent primary ratio, and control by 
the liquidity ratio becomes a plausible possibility. Following Novack, 
we may summarize the argument as follows: While the discount 
houses stand between the Bank of England and the commercial 
banks, central bank sales of bills cannot seriously reduce bank cash. 
A sale of bills will reduce it initially, but the banks will then call 
their loans to the discount houses, and the discount houses will bor- 
row from the Bank of England, thus restoring bank cash. Thus, as 
Bank of England security holdings are reduced by open-market 
sales, its rediscounts rise, and the primary reserves of the banks are 
unchanged. Of course, if this process were carried to the extent of 
eliminating all bank loans to the discount houses, then further Treas- 
ury bill sales by the central bank would effectively reduce bank cash. 
However, much of the government’s financing is covered by Treas- 
ury bills, and the discount houses as a syndicate are committed to 
tendering for the full offer of Treasury bills each week, even if this 
means that they have to finance them by borrowing at higher rates 
from the Bank of England. If bills have been sold to the general pub- 
lic, the holders will allow them to run off, and they must be re- 
financed with the discount houses. Presumably in order to relieve the 
discount houses of the losses thus imposed on them by a policy which 
is doomed to ineffectiveness anyway—Novack is not very clear here 
—the squeeze must be relaxed. Indeed, it would appear to be even 
simpler than that: discount house rediscounting at the Bank of Eng- 
land would at once restore the primary reserves of the banks, and 
they would immediately be able again to extend the loans to the dis- 
count houses that they had just been forced to call. 

Controllability of primary reserves: the case for it.—This line of 
thought appears to be widely accepted by competent observers in 
the United Kingdom. Nevertheless, I believe it is demonstrably false 
and misleading. In part at least, it seems to be based on a confusion 
between the supposed limitations imposed by the relationships be- 
tween the United Kingdom banking system and the money market, 
on the one hand, and the very real limitations that a high floating 
debt puts on the effectiveness of monetary policy, on the other. In 
part it may also rest on a failure to realize the importance of the dis- 
tinction that must be made between the portion of the security hold- 
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ings of the discount houses and other money-market operators that 
is carried with bank money and the portion that is carried with the 
operators’ own funds or with money obtained from other non-bank 
sources. With respect to the former, these operators are no more than 
subcontractors or agents for the banks as holders of money-market 
securities; with respect to the latter, they are no different from other 
investors. 

At first sight, one is tempted to reject this argument on the 
grounds that if the banks could control their own primary reserves in 
this way they could also offset any reduction in their bill holdings by 
building up their cash and thus could maintain their total of liquid 
reserves as well. In other words, by raising their cash above 8 per 
cent of deposits, they could compensate for a reduction of bills be- 
low 22 per cent and maintain total liquid assets at or above 30 per 
cent, so that the liquidity ratio would offer no better control than the 
primary ratio over the volume of deposits. However, the argument 
does not go so far as to say that the banks can expand their cash base 
at will or without limit; it says only that they have a considerable 
degree of control over it. Any attempt at a substantial or rapid ex- 
pansion of it would require the elimination of all their call loans to 
the money market, and it is acknowledged that Bank of England 
open-market sales would then be effective in reducing bank cash. 

It can nevertheless be shown that the volume of bank deposits 
can be controlled by the primary ratio in the United Kingdom just as 
effectively as in any other country. Indeed, if institutional factors did 
stand in the way of central bank control of commercial bank primary 
reserves, that fact would in itself be a compelling reason for making 
such institutional changes as were necessary to restore that control. 

It is, of course, true that recourse to rediscounting does create a 
situation in which the central bank’s open-market policy can be off- 
set, temporarily at least. But this exists in any banking system in 
which an institution performing central banking functions is pre- 
pared to act as lender of last resort to a system of commercial banks 
or to financial markets generally, regardless of whether recourse is 
had by advances or by rediscounts, directly or through security deal- 
ers. This is true in the United Kingdom, where the recourse of com- 
mercial banks to the central bank is indirect (via the discount 
houses). It is equally true in Canada, where chartered bank recourse 
to the central bank is infrequent but direct; in the United States, 
where recourse is both frequent and direct; and in other countries. 

In general, open-market sales by a central bank do operate to 
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bring about a reduction in commercial bank deposits or to end a 
tendency for them to increase, even though the commercial banks 
can replenish their reserves by borrowing or rediscounting at the 
central bank. The tradition against borrowing is often given as the 
reason for this effectiveness, since is leads the banks to liquidate 
other resources in order to restore their position with the central 
bank, and undoubtedly this is the immediate explanation for their 
actions in most cases. But this tradition would soon wear thin except 
for the knowledge that very real sanctions could be applied by the 
central bank if necessary; there is no better incentive to taking a 
hint than the realization that the game will get rougher if the hint is 
ignored. If the commercial banks were to insist on recourse to redis- 
counting in order to maintain their reserves in the face of open- 
market sales by the central bank, the central bank could sell still 
more bonds and raise its rediscount rate. By these devices the com- 
mercial banks could be made to pay more for the funds they got by 
rediscounting than they were able to earn on them, and eventually 
they would have to dispose of assets (in practice, sell government 
bonds) in order to repay the central bank. They would thus be 
faced with severe losses on a market that, by then, would have be- 
come depressed by central bank open-market sales—and undoubted- 
ly further depressed by the general knowledge that the commercial 
banks were in open conflict with ceatral bank policy. 

In the United Kingdom much the same sanctions are available to 
the Bank of England despite the institutional peculiarities which put 
the money market between the commercial banks and the central 
bank. As Novack notes, even though at first the pressure would 
come on the discount houses rather than the banks, it could eventual- 
ly be brought to bear on the latter when the last of their loans to the 
discount houses were called in response to continuing open-market 
sales by the Bank of England. In any case the cost to the discount 
houses of continuing to rediscount at the central bank could quickly 
be made prohibitive, and the commercial banks would have to give 
in and reduce their assets or see the discount houses driven out of the 
money market. 

But surely all this is an exercise in mere textbook logic as distinct 
from common sense. No sane banker and no sane manager of a dis- 
count house in the United Kingdom or any other country would 
attempt to combat the policies of the central bank to such an extent, 
for the central bank must be allowed to have its way on these mat- 
ters or cease to be a central bank. 
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To be specific, let us see how a contraction of commercial bank 
deposits could be brought about in the United Kingdom. The banks 
must be induced to extinguish loans from the general public or to 
dispose of transferable assets against the cancellation of deposits. 
(Here the term “general public” must be interpreted to include the 
discount houses to the extent, but only to the extent, that they oper- 
ate on funds obtained from non-bank sources.) In practice, this 
means that the public must be induced to hold more government 
debt, though whether in the form of Treasury bills or longer-dated 
issues makes little difference at this stage. Even though the initial 
impact of the Bank of England’s open-market sales may be softened 
by rediscounting, money will be tight in the market and can be kept 
so by further sales. The tightness will be reinforced by a general 
awareness of what the bank is up to. In such conditions the “syndi- 
cate” will be unwilling to tender for Treasury bills except at a pretty 
stiff yield, which will likely induce substantial bids from outsiders. 
At the same time the banks may be trying to sell securities of various 
maturities, short and long. The Treasury bill rate (and probably 
other interest rates along with it) must rise until enough non-bank 
investors are induced to buy; their deposits with the commercial 
banks will be extinguished in settlement for the Treasury bills or 
other securities they buy from the banks or in repayment of bank 
loans (including bank loans to discount houses). 

Novack speaks of non-bank holdings of Treasury bills at one 
point, but the logic of the argument which he repeats in asserting 
that open-market operations are ineffective requires that only banks 
—and discount houses as agents for banks—hold Treasury bills. If 
non-bank investors can be induced to hold Treasury bills, as is sure- 
ly possible in normal circumstances, then even the admitted priority 
of government finance would not prevent the Bank of England from 
squeezing the primary reserves of the commercial banks, inducing 
them to liquidate their assets and thus bringing about a reduction in 
bank deposits. 

Floating debt and monetary policies—It is most certainly true, 
however, that a large floating debt does complicate this process 
whenever the monetary authorities try to restrict credit in an infla- 
tionary situation. Bank holdings of short-term securities can be sold 
at little loss or let run off in order to finance private credit demands. 
Shorts held by the general public can also be allowed to run off in 
order to finance private spending programs. Granted the priority of 
government financing, a large volume of short-term debt means that 
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there must be sufficient new monetary expansion to meet these re- 
quirements whenever the public decides to liquidate its holdings. But 
this is not peculiar to the United Kingdom; it is equally true in 
Canada or the United States or any other country. During 1958, for 
example, the United States authorities were able to finance far more 
of the government’s deficit from public purchases of securities and 
far less from an expansion of the money supply than was the case in 
Canada; nevertheless, most of these securities are very short-dated, 
and therefore any new inflationary situation could bring on a great 
expansion of the money supply, i.e., a substantial monetization of the 
debt. Manipulation of liquidity ratios (or, in the more general termi- 
nology that Aschheim uses, “supplementary security-reserve require- 
ments”) would be no help whatever in limiting the rise in deposits in 
such a situation, neither in the United States or Canada nor in the 
United Kingdom. Nor would an attempt to reduce bank liquidity by 
funding government debt be available as an alternative, because the 
situation would not arise if funding were possible. 

Liquidity ratios—It would indeed be possible to control the . 
volume of commercial bank deposits by the liquidity ratio (whether 
fixed or variable), but it would be a very inefficient means of so 
doing. In fact, to put it in the most general terms, all that is required 
for the control of commercial bank deposits is (1) a signaling sys- 
tem by which the commercial banks are informed of the wishes of 
the central bank with respect to whether they should increase de- 
posits, decrease them, or hold them steady, and (2) agreement by the 
commercial banks to obey these signals with satisfactory promptness 
and precision. (We may here ignore the question of why the com- 
mercial banks choose to obey the signals, though in practice there 
would presumably have to be some ultimate sanction to enforce 
obedience.) The signals could be transmitted by authoritarian an- 
nouncements from the central bank giving specific instructions to 
each bank as to what it should do, by the level of primary reserves 
the commercial banks were allowed to have, by the level of second- 
ary reserves or the level of any other specific asset, or by any other 
indicator that could be agreed on. Indeed, at this level of abstraction, 
even the most fantastic signaling devices need not be ruled out, such 
as the color of the tie worn each day by the governor of the central 
bank. 

When it comes to choosing what signaling system should actually 
be used, the choice must rest essentially on practical considerations. 
One important requirement is that the signal must be readily and 
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promptly controllable by the central bank with a reasonable degree 
of precision. It is certainly also desirable that an economy built on 
the market mechanism should use signals that are compatible with 
usual market procedures. There are advantages, too, in a device that 
is something more than a mere signal and actually affects the com- 
mercial banks in a way that would naturally induce them to move in 
the desired direction even if there were no clear indication of central 
bank intentions. Again, since the authorities will normally want to 
influence holders of other financial assets besides bank deposits, it is 
desirable that the device should directly affect capital markets gen- 
erally and not just the commercial banks. 

Taking everything into account, it is difficult to see what else could 
serve the purpose better than primary reserves. There are, of course, 
some extraneous factors that interfere with the precision of central 
bank control over even primary reserves, but they are generally of a 
short-run nature or else are fairly predictable; the variability in the 
general public’s holdings of the note issue of the central bank is 
usually the most important of them. However, the possible inter- 
ferences with central bank control over bank holdings of secondary 
reserves or any other particular type of asset are far greater and 
more unpredictable. A large volume of eligible securities is usually 
held outside the banks and can easily be drawn into or out of bank 
portfolios. Thus a reduction of outstanding Treasury bills designed 
to reduce bank liquidity could be offset if the banks chose to bid 
higher for bills in order to attract them out of the hands of the gen- 
eral public; the banks would suffer a reduction in yield as a conse- 
quence but would gain by being able to expand (or to maintain) the 
volume of other earning assets. Also it would no doubt be feasible, at 
any rate in the United Kingdom, to convert a considerable volume 
of existing bank loans and advances to private business into private 
bills that would be eligible for inclusion in liquid assets. These diffi- 
culties do not exist in anything like the same degree with respect to 
central bank control of primary reserves. 

Furthermore, it should be noted that it is through the level of its 
primary reserves that each individual bank feels the effect of the 
daily swings of the clearings, to which it must promptly adjust its 
own portfolio even if the combined primary reserves of all banks are 
unchanged. When it meets a clearing drain on a given day, any one 
bank has no way of knowing for sure whether this is a temporary loss 
that will soon be recovered; a short-run, but non-recoverable, loss 
because it has been extending credit too freely compared to the 
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banking community generally; part of a persistent loss because it is 
losing ground relative to other banks; a loss attributable to restric- 
tive central bank policies and affecting all banks in common; or 
what. In any case, some other asset will have to be sacrificed prompt- 
ly in order to restore primary reserves, unless the drain proves quite 
mild or quite temporary. Each bank must respond sensitively to any 
changes in its own primary reserves, and consequently the primary 
ratio is the logical fulcrum for the central bank to use in controlling 
the level of bank deposits and bank assets. 


IV. CoNCLUSIONS 


In sum, the case for using the liquidity ratio (or any other asset- 
reserve requirement) for controlling the volume of bank deposits is a 
very poor one. This in turn greatly alters the significance of funding 
the national debt as an instrument of monetary policy. Funding is 
unquestionably desirable because it makes it easier to follow a strict 
monetary policy when conditions require it, but we do not have to 
rely on net current funding as a necessary element in the imposing of 
monetary restraint. And it is indeed fortunate that this is so. Recent 
experience in many countries has shown how difficult it is to achieve 
or maintain a substantial degree of funding in any case while pursu- 
ing modern monetary and fiscal policies; the difficulties would be 
immeasurably greater if funding had to be accomplished simulta- 
neously with, and as a necessary part of, monetary restraint. Pro- 
vided that the public can be induced to hold government securities at 
all, it makes little immediate difference whether they hold shorts or 
longs; hence funding is not essential at any given moment. The real 
point is that if people hold longs, it is much easier to make them 
retain them when money gets tight because the capital loss on liqui- 
dation can be made very severe. 

Nevertheless, secondary ratios do have important uses, as Aschheim 
points out. In particular, they can be used to restrain bank switching 
out of government securities in order to expand loans to the private 
sector of the economy when credit demand is strong. However, their 
impact on the commercial banks is essentially as a form of selective 
credit contro] and should be recognized as such. They are useful 
mainly for determining what assets the banks must hold, which is 
pretty much the same as saying that they determine what borrowers 
will have access to bank credit and what borrowers must look else- 
where; kow much assets the banks may hold and the volume of their 
deposit obligations are best controlled by the primary ratio. 
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Some features of the secondary ratios here discussed were antic- 
ipated in the Treasury Deposit Receipt system introduced in Britain 
during the war and in the similar Deposit Certificates used in 
Canada. It is true that the purpose of those arrangements was quite 
different, namely, to meet the overwhelming needs of war finance. 
Nevertheless, that system, once introduced, had important parallels 
with what we are here discussing. The banks were required to hold 
these particular obligations in rather arbitrarily fixed amounts. The 
yield was fixed, and the securities were not salable or transferable in 
the ordinary course of events. After the war they were eventually 
replaced by normal market issues; but until the last of them was re- 
tired, they operated to restrict bank freedom to shift out of govern- 
ment securities into private loans and discounts in just the same way 
as a security-reserve requirement. 

There is considerable similarity, also, between secondary reserve 
requirements and the “special deposits” which the Bank of England 
is now empowered to require from British banks.® These deposits 
will bear interest at a rate related to the yield on Treasury bills, but 
they will not be included in the liquidity ratio. Calls may be made on 
a different basis for different banking groups (the clearing banks, the 
Scottish banks, and perhaps other groups). While the new arrange- 
ment is temporary, pending the recommendations of the Radcliffe 
Committee, it is significant that the announcement was linked with 
the termination of the arbitrary “request” that bank advances should 
not exceed specified limits: the special deposit scheme could be used 
to limit advances quite as effectively. The effects of calling for special 
deposits would be in most respects identical with raising the mini- 
mum liquidity ratio above the present level of 30 per cent; but this 
plan avoids formally instituting a variable ratio, about which there 
has been much discussion in Britain recently and which may very 
well be the subject of recommendations by the Radcliffe Committee. 
The main difference would appear to be that if the liquidity ratio 
were raised it would allow the commercial banks some choice among 
the various eligible assets with respect to the form in which they 
would hold their newly immobilized resources, whereas, if special 
deposits were called for, the choice would be made by the Bank of 
England. 


9. As announced in Parliament by the Chancellor of the Exchequer, Mr. Derik 
Heathcoat Amory, on July 3, 1958. 
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REPLY 


Davip E. Novack 
Columbia University 


McLEop’s PIECE Is an interesting contribution to the literature on 
monetary controls. However, insofar as my own article is concerned, 
he has evidently missed my major point. I decidedly do not accept 
the thesis that “the liquidity ratio is the effective instrument of 
monetary control in the United Kingdom.” On the contrary, I argued 
that “liquidity ratios can sezve the authorities only as a crutch of 
rather limited support” (p. 525) and that, indeed, use of this device 
reflects the basic inadequacy of previous monetary and fiscal 
measures (p. 526). 

Regarding McLeod’s three comments on the passage he quotes: 
(1) My point was not baldly that “interest rates do not have much 
effect on borrowing anyway.” Rather, I tried to show (p. 523) that 
the demand for short-term funds is likely to be rather insensitive to 
interest-rate hikes in a period of rising prices. (2) True, the use of 
liquidity ratios is most immediately involved with the volume of 
bank deposits, but surely the possible secondary effects on the struc- 
ture of long-term interest rates is not at all irrelevant to the more 
fundamental problem of controlling the inflationary pressures in the 
United Kingdom. (3) I agree that it is conceivable that long-term 
rates could be forced up by an increase in the liquidity ratio. But 
that this would “certainly produce” the desired increase in rates 
rapidly and without undesirable concomitant results is open to ques- 
tion. Using secondary reserve ratios primarily as a means of forcing 
up long-term rates strikes me as a rather clumsy and unnecessary 
technique in contrast to funding, considering the factors of market 
uncertainty and the probable decline in bank earnings. Furthermore, 
if the authorities grow accustomed to altering the ratio for this or for 
other purposes, it is quite conceivable that the trend of secondary 
reserve ratios might be steadily upward because of the temptation to 
rely upon the banks to take up an increasing part of the bill issue. 
This would result in growing difficulty for private borrowers to 
obtain bank credit. 

One last remark in direct reply to McLeod; my failure to quote 
De Jasay’s passage in full was intentional. My judgment was (and 
is) that I had extracted the essential argument in my brief summary. 
Evidently McLeod did not agree. 
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However, most of my comments must, of necessity, be directed to- 
ward the substantive portion of McLeod’s pages which is admittedly 
not directly concerned with the central thesis of my previous article 
in this Journal. Indeed, McLeod apparently agrees with my major 
conclusion, viz., the inefficiency of control of bank deposits by ex- 
clusive reliance on prescribed liquidity ratios. His contention is that 
the volume of bank deposits is already subject to effective control 
by manipulation of the primary cash ratio. That is to say, the pecu- 
liar institutional arrangements between the discount houses, the 
commercial banks, and the Bank of England notwithstanding,’ bank 
cash can be mopped up by open-market sales by the central bank in 
essentially the same fashion as is done by the Federal Reserve in this 
country. 

Briefly his argument rests upon the assumption that there must 
exist substantial non-bank (and non-discount house) portfolios of 
Treasury bills. Hence, if bills could be sold in such a “public” mar- 
ket, bank cash could be permanently reduced because the mechani- 
cal restoration of cash by the Bank of England would be rendered un- 
necessary. This analysis is logically impregnable as far as it goes. 
However, one may question the reality of the existence of such a 
non-bank market for bills.* McLeod offers no data as to the size of 
public holdings of the floating debt, nor does he attempt to demon- 
strate that non-bank investors have, in fact, substantially altered 
their holdings of these securities in response to open-market opera- 
tions. He merely asserts that “a large volume of eligible securities is 
usually held outside the banks and can be easily drawn into or out of 
bank portfolios.” The key word here is “easily.” True enough, a sub- 
stantial part (40-50 per cent) of the bill supply is in the hands of 
insurance companies, large corporations, and foreign investors, who 
are, however, not noticeably interest-sensitive and respond sluggishly 
to small changes in bill yields. The mere existence of large outside 
portfolios does not constitute a market which would provide the 
necessary elasticity of demand needed to displace the discount mar- 
ket from its role of primary dealer of the floating debt. In other 


1. McLeod’s comment that, “. . . if institutional factors did stand in the way of 
central bank control of commercial bank primary reserves, that fact would in itself 
be a compelling reason for making such institutional changes as were necessary to 
restore that control,” strikes me as rather logically awkward. Surely the mere existence 
of monetary institutions does not establish that they are adequate for effective monetary 
policy ! 

2. This argument is more fully developed in a forthcoming book, Monetary Policy 
and the British Balance of Payments: 1951-57 (Cambridge: Harvard University Press, 
1960), by my colleague Peter B. Kenen, to whom I am grateful for many helpful 
comments. 
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words, there are non-bank investors in bills but no non-bank dealers. 
(This situation, of course, has contributed to the difficulty of con- 
trolling bank liquidity by use of prescribed liquidity ratios.) To be 
sure, if the bill yield is increased sufficiently, the desired reduction 
in bank cash may occur as the public shifts from cash to bills. Clear- 
ly, if this is to happen, bill rates must be substantially above deposit 
rates. What, then, is the effect on gilt-edged rates and finally on the 
bank rate? McLeod does not discuss these consequences, but it is not 
difficult to see that a somewhat involved pattern of rate structure 
must be supported if the bank rate is to maintain its role of a signal- 
ing device to the banking community and if the acceptable (i-e., to 
the capital markets) spread between long- and short-term yields is to 
be maintained. In addition, the reaction of the Treasury to this sub- 
stantial rise in the service cost of the floating debt is likely to be un- 
enthusiastic. A further aspect neglected by McLeod is the impact of 
high short-term rates on Britain’s balance of payments via shifts in 
the capital account. 

In short, McLeod’s ingenious argument appears to be based upon 
a confusion between marginal and structural changes. The fact that 
non-bank investors hold a substantial portion of the floating debt 
does not establish per se the institutional setting for exclusive reli- 
ance upon the cash ratio to regulate the volume of deposits. It does 
not preclude such a possibility, but, as yet, the historical behavior of 
such investors, together with a large floating debt, would seem to 
justify continued reliance on other techniques of monetary control. 


REPLY 


ASCHHEIM 
The Johns Hopkins University 


IN ESSENCE, Dr. McLeod’s Comment consists of two distinct, though 
related, parts. One part is an analysis of the widely held thesis that 
the volume of bank deposits in Britain cannot be controlled by 
means of a cash-reserve requirement and that, therefore, it must be 
controlled by means of the so-called liquidity ratio (i.e., a cash- 
reserve requirement plus a security-reserve requirement). McLeod 
demonstrates that the thesis is invalid. This is an important contri- 
bution to the discussion of British monetary controls, and I have 
nothing to add but my compliments. 
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The second part of McLeod’s Comment is addressed to security- 
reserve requirements generally. As this is the part dealing with a 
few aspects of my own article and as I find that I must take issue 
with some of his observations, I shall confine my remarks to the 
points of difference between us. 


I 


Referring to me, McLeod observes that my analysis “squarely 
raises the question of the principle that government borrowing should 
be subject to the full discipline of the market; yet he never faces up 
to it. He does mention it briefly, and does not explicitly reject it. 
Nevertheless, he apparently accepts the view that it is appropriate to 
hold down the interest on bank-held debt in order to reduce the bur- 
den on the national treasury.” 

Now it is not correct that my article “never faces up to the question” 
referred to by McLeod. Not only does the article ‘‘mention it brief- 
ly,” ie., “squarely raises the question” which McLeod repeats, but it 
considers the question in some detail. Specifically, the article points 
out that supplementary security-reserve requirements constitute a 
deviation from the principle whereby yields on government securities 
are not to be disconnected from the market mechanism that sets 
other interest rates. This principle, the article notes, underlies the 
existing separation of Treasury from central bank and has in its 
favor the avoidance of inflationary consequences that are apt to en- 
sue from its rejection. 

Moreover, the article shows that even if the principle on which the 
existing separation of Treasury from central bank is dismissed, it 
still does not follow that supplementary security-reserve require- 
ments merit adoption. Rather, the conclusion that is shown to fol- 
low is that higher cash-reserve requirements are a decidedly superior 
alternative to security-reserve requirements in any case. 

Thus my article concludes that whether one does or does not con- 
sider it appropriate to hold down the interest on bank-held debt so as 
to reduce the burden on the Treasury, security-reserve requirements 
have overwhelming drawbacks. It is, therefore, entirely irrelevant 
whether I accept or reject the principle repeated by McLeod. Ac- 
cordingly, his observation that I do not explicitly reject this prin- 
ciple is itself irrelevant. 


II 


McLeod asserts that an addition must be made to “the one signif- 
icant difference” I find between supplementary security-reserve re- 


qui 
wol 
in t 
act’ 
] 
low 
bat 
(in 
qui 
ext 
du 
me 
4 
sal 
tré 
cel 
im 
wl 
| 
tv 


ue 
he 


Security-Reserve Requirements: A Comment 547 


quirements and higher cash-reserve requirements. He argues: “It 
would seem . . . that there is at least one other important difference, 
in that a higher cash ratio reduces the ‘leverage’ which central bank 
action exerts on the total money supply.” 

It is a truism that the higher the required cash-reserve ratio, the 
lower the money multiplier and the lower the “leverage” of central 
bank action. This truism, however, does not constitute an additional 
(important or unimportant) difference between security-reserve re- 
quirements and higher cash-reserve requirements. The “leverage” 
exerted by central bank action upon the total money supply is re- 
duced to precisely the same extent whether security-reserve require- 
ments are imposed or whether cash-reserve requirements are corre- 
spondingly raised. For the money multiplier is lowered to exactly the 
same magnitude by the use of either of these two measures. To illus- 
trate, the money multiplier is reduced from 8 to 5 whether a 7.5 per 
cent security-reserve requirement against deposit liabilities is super- 
imposed upon an existing 12.5 per cent cash-reserve requirement or 
whether the existing cash-reserve requirement is raised from 12.5 to 
20 per cent of deposit liabilities. It follows that the reduction of 
“leverage” is a point of similarity, and not of difference, between the 
two restrictive measures. 
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A NOTE ON THE GIRO TRANSFER SYSTEM 


JoHN HEIN* 
Federal Reserve Bank of New York 


PAYMENT BY CHECK, THE usual means of transferring funds in the 
Anglo-Saxon world, plays a much smaller role in the countries of 
Continental western Europe. These countries (as well as some non- 
European ones) have developed a form of payment known as the 
“giro transfer,” which has virtually no counterpart in Anglo-Saxon 
banking operations. American and British banking literature con- 
tains only a few scattered discussions of this particular topic, and 
these generally relate only to individual countries or to individual giro 
institutions.’ The present note is an attempt partially to fill this gap. 


I. THE Gtro TRANSFER 


Both in payment by check and under the giro mechanism, the 
transfer of a money claim is substituted for an actual transfer of 
currency. There is, however, one basic difference between the two 
methods. In paying by check, the payer assigns his claim to the payee; 
the transaction is completed only when the check has been collected 
from the bank on which it is drawn. Under the giro mechanism the 
payer directly orders the institution holding his account to transfer 
his claim to the account of the payee. No action or co-operation on 


* The views the author expresses are his own and are not meant to reflect those of the 
Bank. 


1. In the older literature the most extensive treatment can be found in the articles on 
German banking in the “Publications of the National Monetary Commission,” Senate 
Doc. No. 508 (61st Cong., 2d sess.), XI, 177-226, excerpts from which are reprinted in 
C. A. Phillips, Readings in Money and Banking (New York, 1920), pp. 526-31. Other dis- 
cussions of the German giro system are in T. C. Jones, Clearings and Collections ; Foreign 
and Domestic (New York, 1931), chap. iii, and in P. B. Whale, Joint Stock Banking in 
Germany (London, 1930), Appendix II. References to other countries can be found in 
A. Z. Arnold, Banks, Credit, and Money in Soviet Russia (New York, 1937), pp. 418-20, 
and in H. P. Willis and B. H. Beckhart (eds.), Foreign Banking Systems (New York, 
1929). 

More recent discussions and references include H. J. Bar, The Banking System of 
Switzerland (Zurich, 1957), pp. 53-56; B. H. Beckhart (ed.), Banking Systems (New 
York, 1954) ; Sir Oscar Hobson, “Towards a Banking Democracy,” Banker, November, 
1958, with rejoinder by A. D. Chesterfield, Banker, January, 1959; and C. F. Karsten, 
“Banking without Cheques,” The Future Organization of Banking (Eleventh Interna- 
tional Banking Summer School) (London, 1958). The postal giro system is discussed in 
“How Postal Clearings Work” (International Banking Survey), Economist, November 
23, 1957, p. 21, in J. S. G. Wilson, French Banking Structure and Credit Policy (London, 
1957), chap. iii, Appendix A, and in Committee on the Working of the Monetary System, 
Report (“Radcliffe Report”) (London, 1959), pp. 331-32. 
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the part of the latter is required. In fact, the payee ordinarily will 
not learn of the transfer until it has been completed, i.e., until the 
payer’s account has been debited and his own account credited. 

In order to effect a giro payment, the payer arranges for the trans- 
fer from his account to that of the payee by filling out a relatively 
simple transfer form or blank and mailing the completed form to his 
giro institution.* This form generally consists of three largely identi- 
cal stubs or of one slip made out in triplicate. One part—which in 
the case of the three-stub form is the only one signed by the payer— 
represents the actual order to pay and serves to debit the payer’s ac- 
count. Another part—after having been channeled through a central 
clearing institution if necessary—is used to credit the payee’s account 
and is then mailed to him to notify him of this credit. The third part 
is returned to the payer as his receipt. In addition to these stubs or 
slips, both payer and payee usually receive statements of their ac- 
counts; in other words, a new statement is sent out to a giro account 
holder whenever his account is debited or credited. 

Apart from the basic difference between the checking and the giro 
mechanisms noted above, there are some additional and more subtle 
contrasts. First, in order to direct his giro institution to make a trans- 
fer, the payer must know whether the payee himself maintains a giro 
account. Moreover, since there are usually several separate giro sys- 
tems in any particular country, the payer must know the specific 
system, as well as the regional institution of that system, with which 
the payee holds his account.* Letterheads, bills, and invoices of busi- 
ness firms and professional people holding giro accounts, therefore, 
customarily show the special serial numbers that identify the ac- 
counts. 

Second, in order to effect payment, the transfer form has to be 
turned over to the paying institution; unlike a check, it cannot serve 
as a means of immediately settling a purchase or other commercial 
transaction. While it is possible for the payer to hand the transfer 
form directly to the payee at the time the transaction takes place, this 
is resorted to primarily where the payee requests proof of the payer’s 
ability and willingness to pay. Such a step in itself, however, does not 
constitute payment. It is merely a roundabout way of settlement, 


2. Where simultaneous payments to more than one giro account are to be made, the 
procedure is simplified even further. Instead of filling out individual transfer forms, the 
payer in this case can list on one “collective order” sheet the pertinent data relating to 
each payee. 


3. The bulk of giro transfers takes place between accounts in the same giro system, 
although, as noted below, transfers between different systems are entirely feasible. 
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since the payee generally cannot cash the form but must submit it 
to the paying institution to initiate the transfer process.‘ 

A giro transfer thus is effected exclusively by bookkeeping entries, 
and claims against a giro system pass among the account holders who 
form the “circle” that has given this type of transfer its name.* This 
is not to say that payments of cash into or out of a giro account, 
by or to persons who are not themselves account holders, cannot be 
made. As mentioned below, such cash payments are quite common 
under the postal giro system. However, where such cash payments 
into or out of an account occur, one can no longer speak of a giro 
transfer proper, since currency enters at either the paying or the re- 
ceiving end. In such a case a giro account is involved in the trans- 
action, but the full giro transfer mechanism does not come into play. 


Il. Types or INSTITUTIONS 


Mention has already been made of the fact that several giro sys- 
tems may exist in a single country. Among these systems, those main- 
tained by the commercial banks usually are less important than those 
at other levels of the various countries’ banking and credit structures. 
The different types of giro systems and their relative importance can 
best be illustrated with reference to those of West Germany, where 
the giro transfer mechanism undoubtedly has become most highly 
developed. 

In Germany the two largest giro systems are the one sponsored by 
the central bank, which dates back to the foundation of the Reichs- 
bank in 1876, and the one miintained by the post office, which has 
been in operation since 1909¢ Participants in the central bank giro 
system hold their accounts diffctly with their respective Land central 
banks, the eleven regional bganches of the Deutsche Bundesbank. 
Postal giro accounts are maintained at twelve regional postal giro 
offices. Where transfers are made between accounts carried at the 
same Land central bank or the same postal district office, all entries 
are simply a matter of internal accounting. Transfers between ac- 
counts located in different Land banks or different postal giro districts 
are cleared centrally through the Bundesbank in Frankfurt or the 
general postal accounting office in Bonn. 

The third largest German giro system, that of the savings banks, 
is made up of close to nine hundred individual institutions with a 


4. Moreover, a giro transfer form cannot be indorsed to a third party and, even when 
handed directly to the payee, does not assume the character of a check. 

5. Cf. the Italian giro and the Greek gyros, which are cognate to such English words 
as “gyrate.” 


ne 

bi 

a 

ot 

cl 

re 

/ Ww 

re 

la 

fe 

b 

b 

st 

tr 

0 

ue 0 

it 

fi 

il 

t 

b 

f 

t 

: t 

t 

| 


A Note on the Giro Transfer System 551 


network of some eight thousand branches. Since the German savings 
banks are authorized to accept demand deposits, the customers of 
these institutions may hold giro accounts besides their regular savings 
accounts. These giro accounts can be drawn upon for transfers to any 
other savings bank giro account in the country. For the purpose of 
clearing such transfers, the savings banks make use of thirteen central 
regional institutions of their own, the “giro centers” (Girozentralen) ,° 
with which they hold their liquid funds (except for the minimum cash 
reserves that must be kept with the Land central banks). 

The remaining giro systems in Germany are maintained by the 
large commercial banks, whose widespread networks of branches 
facilitate giro transfers between different parts of the country,’ and 
by the urban and rural credit co-operatives, which, like the savings 
banks, effect their giro clearings through central regional institutions. 

Other western European countries have similar, though not always 
so complex, giro transfer systems. In Switzerland, as in Germany, the 
two major giro systems are those of the central bank and the post 
office. The latter system was introduced in 1906; the former began 
operating when the Swiss National Bank opened its doors the follow- 
ing year. In addition, in 1949 the four largest commercial banks 
founded their own combined giro system. Since then, other credit 
institutions, such as the cantonal banks and regional associations of 
savings and mortgage banks, have affiliated themselves with this sys- 
tem. At the end of 1957, it encompassed 151 institutions with 694 
branches in 358 localities. In France and the Netherlands, giro trans- 
fers can be made through systems maintained by the central bank, 
the commercial banks, and the postal administration. 

Of all the systems described, the postal giro system has assumed 
the paramount role in the everyday life of most western European 
countries—as well as of a number of non-European ones, including 
Israel, Japan, Morocco, and Taiwan.* The system’s convenience to 
the private citizen is enhanced by the fact that it can also be used 
to effect payments to individuals who have no accounts at all or who 
prefer to receive cash. To arrange for such payment, the payer mails 

6. Most of these giro centers are at the same time provincial banks that grant long- 
term loans to municipalities and finance these loans by borrowing on the capital market. 


7. Giro transfers between two different commercial banks are usually cleared via inter- 
bank deposits. 


8. Though this system is generally referred to as a “postal checking system” (Post- 
scheckverkehr in German-speaking areas and chéques postaux in French-speaking ones), 
no checks in the Anglo-Saxon sense enter into these transactions. It should also be em- 
phasized that this system functions completely apart from the postal savings banks, 
although transfers can be made from postal giro to postal savings accounts, 
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the appropriate transfer form either to his regional postal giro office 
or directly to the payee, who then turns it in to that office. In either 
case the payee will receive the cash amount through his own letter 
carrier. Conversely, a person who does not himself maintain a postal 
giro account can walk into any post office and make a cash payment 
to be credited to a given postal giro account. In fact, the particular 
form required for this type of transaction is often attached to invoices 
and bills for the convenience of customers and clients who do not have 
postal giro accounts. 

The various giro systems described in this section are not self-con- 
tained or tightly separated. Transfers can be made in both directions 
between giro accounts with a central or commercial bank and postal 
giro accounts. Such transfers are cleared through the accounts that 
both central and commercial banks customarily maintain with the 
postal giro system. 


III. RoLe or THE Gtro SYSTEM 


The giro transfer system had its origins in the need for an efficient 
transfer mechanism in countries where the transfer facilities offered 
by commercial banks were either inadequate or slow to develop. 
Where this was the case, governmental authorities usually took it 
upon themselves to provide such facilities. The oldest giro systems, 
therefore, are generally those established by central banks® (as in 
France and Germany) or by postal administrations (as in Austria, 
Belgium, Holland, and Switzerland). In fact, it has been held that 
the lack of adequate transfer facilities in France was one of the main 
reasons for the establishment by the Bank of France of a network 
of branches and sub-branches throughout the country.’° 

It might appear that the simultaneous existence and operation of 
more than one giro system—and in countries such as Germany as 
many as five different systems—would make for an unnecessary and 
costly duplication of transfer facilities. In practice, however, each in- 
dividual system has come to serve predominantly certain types of cus- 
tomers, even though a certain amount of overlapping of facilities is 
bound to occur, since the holding of accounts in all giro systems is 
open to anyone. While it is difficult, if not impossible, to obtain com- 
plete and accurate data on the over-all amount of balances carried 
in giro accounts or on the total amount of transfers and the total 


9. This type of central bank operation is, of course, independent of the central banks’ 
natural function as a clearance and settlement center for the commercial banks. 


10. R. J. Lemoine, “The Banking System of France,” in Willis and Beckhart, op. cit., 
p. 549. 
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number of individual transfer operations,"' in most countries the cen- 
tral bank giro system leads in the over-all volume of transfers, while 
the postal giro system shows the largest number of transactions (and 
hence a smaller average amount per transfer). This reflects the fact 
that central bank giro accounts are held primarily by corporations, 
insurance companies, and other organizations whose business trans- 
actions comprise a large part of total money flows. Similarly, giro 
accounts with commercial banks are held in the main by corporate 
and business clients and are frequently opened in connection with 
the granting of medium or long-term credits to such clients. Postal 
giro accounts, on the other hand, represent the most popular and the 
most widely used vehicle for settling the everyday payments of pri- 
vate citizens.’” However, the postal giro system is by no means a poor 
man’s bank. Besides individuals and small firms, many larger firms 
as well as public utilities, government departments, and semigovern- 
mental agencies maintain postal giro accounts—in addition to giro 
accounts they may hold elsewhere—for making payments to and 
receiving payments from the public. 

It is true that the popularity of the postal giro system has tended 
to deprive the commercial banks of deposits that otherwise might 
have accrued to them. This brake on the growth of the banks’ re- 
sources is in turn regarded by one writer as partly responsible for 
the relatively high cost of commercial bank credit in France.’* But 
it is equally true that the commercial banks in the majority of the 
Continental European countries customarily have not bothered to 
solicit modest private and business accounts that British and United 
States commercial banks have been ready to accept. By this policy, 
the banks on the Continent may in effect have contributed to the 
growth of the postal giro system. Moreover, except for the accumula- 
tion of deposits, the postal giro system is not competing with the 
banks because it does not grant credit or engage in any of the more 
sophisticated banking activities. Rather, it invests most of its holdings 
conservatively in government securities. 


11. Central bank statements generally do not break down deposit liabilities into giro 
and other deposits, and commercial bank statistics likewise fail to distinguish, among the 
banks’ demand deposits, between giro and checking deposits. For most countries, only 
data on deposits with the postal giro system are available. 


12. The widespread use of giro accounts and transfers undoubtedly owes much to the 
relatively low cost of maintaining and using a giro account. While no interest is paid on 
giro accounts with the central banks and the postal system, there are, ordinarily, no 
maintenance charges or transfer fees. Moreover, minimum-balance requirements, if any, 
are purely nominal. 


13. Wilson, op. cit., p. 82, 
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It is highly doubtful whether the giro system will ever take root in 
the Anglo-Saxon countries, although one lone voice was raised re- 
cently in favor of adopting such a system in the United Kingdom. 
According to one British writer, the current extension of the banking 
habit “down the social scale” calls for a method of payment, such as 
the giro transfer, that is “simpler and more straight-forward, and 
therefore cheaper to operate, than the cheque method.”'* However, 
the British banking community apparently sees no necessity for the 
introduction of giro facilities in the United Kingdom.'* Nor is it 
likely that a similar proposal would command much attention in the 
United States. Indeed, since the need for a giro transfer system de- 
clines as the use of checks and other means of payments becomes more 
widespread, it would appear that in both countries the point has long 
been passed where such a system would constitute a useful and neces- 
sary addition to the existing transfer facilities. 


14. Hobson, oP. cit., p. 713. 
15. Chesterfield, of. cit., p. 61. 
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COMMERCIAL BANKING IN ARIZONA— 
PAST AND PRESENT* 


Don C. BRIDENSTINE 
San Diego State College 


ORGANIZED COMMERCIAL BANKING began in Arizona in 1877. Prior 
to this time, merchants, and other entrepreneurs had provided limited 
banking services. Pioneer banks in Arizona were viewed as regular 
business corporations and thus allowed to carry on those activities 
specified in their articles of incorporation. Founders of the Bank of 
Arizona, the first commercial bank in the territory, began branch 
banking in 1879. Banking enterprises were subject to little regulation 
until 1922, when the Arizona legislature revised and expanded the 
banking code and established a State Banking Department. 

Basic economic considerations motivate bankers to select one form 
of banking organization in preference to another. This was the case in 
Arizona. While unit or non-branch banking has been conducted in the 
territory and state, branch banking has predominated. Factors con- 
tributing to this have been lack of legal restrictions, weather condi- 
tions, long distances between communities, the profit motive, and pos- 
sibly a demand for large loans. With regard to the last factor, Arizona 
mining and agriculture have required relatively large-scale financing. 
Small deposit totals and loan limitations constrained many unit banks 
from adequately serving borrowers. Branch banking offered at least 
a partial solution to the problem. 

Commercial banking in Arizona is characterized by a high level of 
asset concentration. This pattrrn of asset ownership began to evolve 
at an early date and was clearly evident by the 1920’s. A lack of 
diversified loan portfolios contributed to the failure of numerous 
banks, both unit banks and small branch systems, during the agri- 
cultural depression following World War I and during the initial 
stages of the depression of the 1930’s. Surviving institutions expanded 
their operations through mergers and the establishment of new branch 
offices. Some of this growth was the result of requests for banking 


* A dissertation completed at the University of Southern California in 1957. 
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facilities by spokesmen of bankless communities. Furthermore, at 
least one Arizona banking official contended that the state needed 
fewer and safer banks. Thus mergers leading to the creation of 
stronger enterprises were favored and promoted. As of December 31, 
1956, the Valley National Bank and the First National Bank of 
Arizona together controlled over 70 per cent of the more than $930 
million of assets reported by the eight commercial banks then operat- 
ing in Arizona. At the same time, relationships arising through the 
holding-company activities of Transamerica and the Arizona Ban- 
corporation added further to the concentration of banking assets. 

Certain practices of Arizona commercial banks have in recent years 
diverged significantly from national norms and from those established 
by unit bankers in Colorado and Texas. Arizona institutions place a 
high percentage of their funds in residential real estate and consumer 
loans. Moreover, they operate with relatively high loan-asset ratios. 
This latter practice necessitates maintenance of secondary reserves 
affording a proper maturity distribution and degree of liquidity. Com- 
paratively large holdings of short- and intermediate-term issues of 
the federal government attest to this need. 

Present-day commercial banking in Arizona reflects in large part 
the influence of (1) the historical evolution of Arizona and its finan- 
cial institutions and (2) the Arizona economy, with its special char- 
acteristics and monetary demands. 
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A STUDY OF CREDITORS’ PRACTICES IN THE 
FINANCING OF RELIGIOUS INSTITUTIONS* 


MorTHER MartTIN Byrne, R.S.H.M. 
Marymount College 


THE FINANCIAL OPERATIONS of religious institutions are modest when 
compared with those of business or government. Nevertheless, reli- 
gious institutions provide a surprisingly large volume of loans and 
securities. In the bond market religious institutions have outstanding 
$300 million or $400 million face value of issues. The volume of 
loans and mortgages outstanding held by banks, savings and loan 
associations, and insurance companies cannot even be estimated. Such 
loans are seldom reported separately but rather are included as parts 
of totals of commercial, term, or real estate loans. 

This study has as its main objective the evaluation of religious in- 
stitution debt from the viewpoints of the many lenders among the 
investing public who have found or who may find such investments 
suitable to their needs. In pursuit of this objective, several questions 
have been raised: Do the legal organization and management of reli- 
gious institutions influence their credit standings? To what degree 
do religious institutions trade on equity? What standards are used 
by lenders in making loans to religious institutions? What forms of 
financing are used, and can these forms be altered to improve avail- 
ability? What is the performance record of religious institution debt? 

Much of the information relating to religious institution debt has 
been obtained from interviews and correspondence with bankers, in- 
surance company executives, and investment bankers. Where pos- 
sible, statistical data have been used to support the findings of the 
study. These data have been compiled from published sources includ- 
ing the National Bond Summary, the Commercial and Financial 
Chronicle, and the Statistical Bulletin. In addition, statistical data 
have been obtained from letters, from the study of church financing 
by Charles N. Millican, and from the files of the Securities and 
Exchange Commission. 

The principal findings of this study may be summarized as follows: 

1. The legal organization and management of religious institutions 
have some bearing on their credit standing. Creditors appear to favor 
denominations with a strong hierarchical organization. 


* A dissertation completed at the University of California in 1959. 
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2. The financial policy of religious institutions appears to favor 
trading on “thick” equity, with a rapid recovery of equity interests 
through short-term maturities or serial payments throughout the life 
of the loan, mortgage, or bond issue. 

3. Creditors’ standards appear to include criteria for earnings 
coverage, lien protection, character and capacity of the institution; 
and, for bond issues, attention is paid also to indenture provisions 
and marketability. 

4. State and/or federal legislation has some effect on the decisions 
of creditors to invest in religious institution debt. This legislation is 
mainly concerned with the size of the loan and the lien protection. 
Bond issues are exempt from federal legislation and from state legis- 
lation in the majority of states. | 

5. The use of guaranties and the collateral mortgage device have 
improved the availability of credit to smaller religious institutions. 

6. The volume of religious institution debt is small when compared 
with the volume of corporate, real estate, or government debt and in 
itself does not appear to be significant enough to have an effect on 
interest rates. 

7. The performance record of religious institution debt appears to 
be very satisfactory. Except for the depression period of the 1930’s, 
no bond issues have been in default, and slow payment of loans and 
mortgages appears to be less than 1 per cent of total volume. 

8. Religious institution bond issues compare favorably with cor- 
porate issues of comparable size both as to interest rates and as to 
performance. 
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THE EFFICACY OF AUTOMATIC STABILIZERS* 


M. O. CLEMENT 
Dartmouth College 


THE INHERENT DEFECTS of preventive and remedial discretionary 
stabilization policies led to the postwar recognition and appraisal of 
the countercyclical potentialities of automatic stabilizers. Theoretical 
and empirical analyses concluded that automatic devices are stabiliz- 
ing in character but that, excepting two notable investigations, their 
quantitative force precluded exclusive reliance on automaticity as a 
responsible stabilization program. Imperfect delimitation of the con- 
cept of automatic stabilizers; inadequate evaluation of their influence 
on expectations, liquidity, and investment decisions; and failure to 
assess their efficacy during expansions were the major deficiencies of 
these studies. 

Exploring the operation of automatic stabilizers during major and 
minor cycles clarifies the theoretical effectiveness of built-in devices. 
Automatic stabilizers prolong major-cycle expansions by retarding 
the rate of exploitation of fixed investment opportunities. Major-cycle 
contractions are shortened because relative augmentation of consump- 
tion expenditures facilitates more rapid adjustment of the existing 
capital stock to the appropriate stock of fixed capital. However, 
automatic stabilizers do not cyclically induce changes in major-cycle 
amplitudes. There is, nevertheless, a secular impact upon major-cycle 
amplitudes. 

Operation of automatic stabilizers during minor cycles yields differ- 
ent results. Inducements to exploit inventory investment opportu- 
nities are more adaptable than inducements to exploit long-term in- 
vestment opportunities. An important compensatory lever is that 
automatic stabilizers favorably alter abilities to satisfy liquidity de- 
mands. In minor-cycle contractions, reactions to automatic stabilizers 
re-create short-term investment opportunities, thus facilitating earlier 
reversal. Therefore, the duration and amplitude of minor-cycle con- 
tractions are abbreviated. Minor-cycle expansions are adjusted sim- 
ilarly, although less forcefully. 

Empirically, the postwar arsenal of automatic stabilizers, on the 
average, reduced the potential variability of consumption outlays by 
about 50 per cent. This is a sizable countercyclical contribution and 


* A dissertation completed at the University of California, Berkeley, in 1958. 
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one which understates the actual compensatory effectiveness because 
it was not possible to determine empirically the quantitative impact 
of the stabilizers upon investment opportunities and inducements to 
exploit them. Nevertheless, the usual presumption that each of the 
automatic devices is stabilizing is an oversimplification. Some osten- 
sible stabilizers, notably the OASI program and excise taxes, were 
automatic destabilizers in the postwar period. Furthermore, during 
any specific cycle phase the quantitative contributions of the various 
automatic stabilizers varied widely. The countercyclical authorities, 
therefore, cannot be certain of the compensatory contribution of the 
built-in stabilizers. Hence the existence of automatic stabilizers does 
not free the government from actively effectuating its stabilization 
responsibility. Whereas complete reliance on automatic stabilization 
may be acceptable for minor cycles, built-in stabilizers cannot avert 
disastrous economic fluctuations. Since it is impossible to predict 
whether the next swing will be a major cycle or a minor cycle, the 
stabilization authority must retain flexibility in its countercyclical 
policy. 
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MONETARY POLICY AND SALES-FINANCE AND SMALL- 
LOAN COMPANIES’ FUNDS, 1949-54* 


Ray Epwarp DAWson 
Western Reserve University 


ONE POINT OF DISAGREEMENT between advocates and non-advocates 
of general credit controls is whether a tightening credit structure 
affects the operations of consumer instalment credit institutions. This 
study attempts to determine how a restrictive monetary policy affected 
the amounts, source, and cost of funds of sales-finance and small-loan 
companies. It is limited to the period from December 31, 1948, to 
June 30, 1954, which includes the restrictive monetary episode of 
March, 1951—June, 1953. 

Questionnaires were sent to one hundred companies (fifty-one re- 
plied) to determine quantitatively and qualitatively what effect mone- 
tary policy had had on their funds. This study is a compilation and 
analysis of their answers. Quantitative portions of the study deal with 
the amount, source, and cost of funds. Qualitative portions represent 
the expression of opinions by financial officers about their companies’ 
actual and anticipated experiences in the money market during the 
1951-53 episode and how these experiences altered their financial 
operations. Companies were segregated into sales-finance and small- 
loan groups and then further broken down into size groups. As an 
analysis of each division was made, qualitative and quantitative data 
were integrated to determine whether variations among the divisions 
were reactions to changing monetary policy. 

Major findings were that the amount, source, and cost of funds to 
these companies were influenced to some degree by monetary policy. 
The amount of funds was least affected, the source of funds more, 
and the cost of funds most significantly. There was no discernible 
limitation in the total amount of funds used by these companies as 
a group, but some companies were unable to get all the funds they 
wanted at rates they were willing to pay. This limitation was more 
than offset by the fact that larger companies could obtain additional 
funds at all times. The only possible limitation was of an indirect 
nature, caused by changes in terms of credit to the consumer which 
were made under the influence of monetary policy. 


* A dissertation completed at Northwestern University in 1957. 
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Monetary policy caused significant changes in the source of funds 
of medium- and large-sized companies. There was a relative shiit 
from short-term to long-term debt—the larger the firms, the greater 
being the shift. Except for the three largest sales-finance companies, 
this was mainly the result of factors influenced by monttary policy, 
namely, instability of interest cost and uncertainty about future avail- 
ability of short-term funds. These caused interest-rate differentials 
between short-term and long-term funds to disappear in the eyes of 
these companies. The degree to which companies shifted sources of 
funds depended on the alternative sources available. 

Cost of short-term funds increased about 1 per cent and long-term 
funds about three-quarters of 1 per cent from December 31, 1950, to 
June 30, 1953. In about half the sales-finance companies, increased 
costs were transferred, at least partially, to the consumer. Other com- 
panies either absorbed or found another way of offsetting them. In a 
few cases increased costs made it unprofitable to borrow additional 
funds from higher-cost sources, but if subordinated funds were com- 
bined with other sources, it still resulted in a profitable borrowing 
package. Interest rates for marginal companies approached the rate 
of earnings on assets. 

The usual supply and demand relationships in the money market 
seemed to make funds unavailable to some companies during this 
stringent period. They also seemed to make borrowed funds unprofit- 
able for some companies that were unable to pass on the increased 
costs to the consumer. The main result of this stringent period seemed 
to be in the adjustments that companies made to the unequal impacts 
of the restrictive monetary policy on different segments of the money 
market. 
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FEDERAL MARGIN REQUIREMENTS: A SELECTIVE 
INSTRUMENT OF MONETARY POLICY* 


RoBert E. Harris 
Federal Deposit Insurance Corporation 


FEDERAL MARGIN REQUIREMENTS constitute a significant refinement 
in the evolution of Federal Reserve policy. Yet, after almost twenty- 
five years of experience and increasing respectability of the instru- 
ment, a thorough treatise devoted specifically to it had not appeared. 
This study undertakes a broad treatment of the subject. 

Conceptual aspects and controversies are first examined. The 
mechanics and measurement of stock-market credit are explained, as 
are resources for analysis of margin-trading activity. The economic 
and historical background of margin regulation and prior efforts to 
control stock-market credit excesses are reviewed. The legislative 
history of margin regulatory authority is traced, and the implementa- 
tion through the technical formulation and adaptation of Regulations 
T and U is detailed. Policy is approached chronologically, with each 
Federal Reserve action discussed and appraised in its particular eco- 
nomic setting. A serious effort is made to analyze and determine some 
of the more significant relationships between margin requirements 
and, successively, margin-trading activity and stock-market credit 
volume, common-stock prices, share-trading volume, capital markets, 
and organized processes in the secondary marketing of securities. 
Finally, certain deficiencies and limitations on margin regulation 
deserving of further or continuing attention are noted. 

Margin requirements, in regulating the terms of transactions in 
securities, continue to be a subject of some controversy. A majority 
of economists, perhaps, view the selective concept—particularly mar- 
gin requirements—as a useful addition to resources of monetary 
authorities. Major criticism centers around contentions that the tech- 
niques are both ineffective and authoritarian. Supporters generally 
view selective regulations as supplementary to other instruments, not 
substitutive, and of only limited usefulness in the management of 
general economic tendencies. 

Stock-market credit, arising from net flows of payments between 
cash and margin traders, is measured by several statistical series. But 
there are serious shortcomings in the measures, and the resources for 
examining margin-trading activity are even more deficient. 


* A dissertation completed at the University of Pennsylvania in 1958. 


563 


1s 
er 
S; 
Is 
of gine 
O1 

to 
ed 

al 
n- 
n 
8 
te 

et 
MS 
it- 
ed 
ed 
‘ts 
cy 
~ 

j 


504 The Journal of Finance 


The highly developed margin-trading mechanism is uniquely 
American. Earlier difficulties arose basically out of a direct linkage 
of bank reserves and siock speculation. Legislative consideration of 
margin regulation was marked by extreme controversy, but the ulti- 
mate statutory enactment was strong enough to bring speculative 
credit extended both by brokers and by banks under effective control. 

The implementing regulations and their interpretation or amend- 
ne>* © not open to severe criticism on technical grounds. The 

policy in establishing the level of margin requirements, how- 

uuly moderately satisfactory. The more serious difficulties 

-n conceptual in nature, resulting on repeated occasions in 
gene. , rather than selective, applications, diminishing the unique 
usefulness oi the instrument in quieting stock-market disorders. 
ser deficiencies such as uncertainty, confusion, insensitivity to 
changing conditions, und an extreme penchant for silence were also 
mani ‘cst and weakened policy effectiveness. 

Changes in margin requirements appear to have exerted a direct 
and striking influence on margin-trading activity and on the volume 
and behavior of stock-market credit, although all components of credit 
aggregates were not equally responsive. A relationship with stock 
price composites, while less marked particularly in the short range, 
was also definitely indicated. Highly speculative shares appeared 
almost dramatically responsive, a finding with rather significant pol- 
icy implications. Trading volume also appears to have been definitely 
influenced, though again less so than credit, particularly in the short 
range. Comparative influences exerted on special classes of traders 
are uncertain. Contentions that margin requirements have impaired 
the liquidity, stability, or continuity of security marketing processes 
could not be established. 

Continuing attention to developing problems of unlisted and exempt 
securities, non-purpose loans, diversion of speculative activity domes- 
tically and through foreign agents, institutional investment trends, 
and formula regulation is suggested. 
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AN INVESTIGATION OF THE ALLEGED DISCRIMINA- 
TORY IMPACT OF GENERAL CREDIT CONTROLS 
IN PERIODS OF MONETARY STRINGENCY* 


HARMON HAYDEN HAYMES 
University of Virginia 


VARIATIONS IN THE IMPACT of general credit policy have led to wide- 
spread charges that the use of general credit controls to combat infla- 
tion discriminates against some borrowers and lenders and in favor 
of others. 

This study points out that some of these variations are the result 
of differences in the reactions of individual participants in the credit 
markets to changes in the cost and availability of credit and that they 
are characteristic of the free-market mechanism. The more important 
variations in the impact of credit restriction are shown to be the 
result of imperfections in the markets for loanable funds. 

In the market for state and local government securities, maximum 
legal interest rates for these issues, together with the tax-exempt fea- 
ture, cause the impact of general credit restriction to be particularly 
severe. A state or local government cannot successfully market secu- 
rities when general credit stringency forces rates on similar issues 
above the maximum permitted by law for such a government. In 
addition, restrictions on credit expansion may keep the market for 
tax-exempts from growing rapidly enough to absorb the increasing 
supply of such issues. 

The major imperfection in the market for mortgage credit is the 
existence of maximum interest rates for FHA and VA insured and 
guaranteed loans. When rates for loans of the same general type 
rise above these maximum rates, the effective demand for funds in 
this market is sharply curtailed. Institutional arrangements, such as 
the forward-commitment process and mortgage warehousing, also 
play a part in altering the impact of credit restriction in this market. 

Small businesses were found to be hit hardest by credit restriction 
in those areas where they are dependent for borrowed funds on large 
banks, the most important customers of which are large businesses. 
When credit expansion is limited and interest rates rise, the large 
customers of large banks tend to siay out of the long-term credit 
markets for a time and use their lines of credit with the banks to 


* A dissertation completed at the University of Virginia in 1959. 
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expand their short-term borrowing. The large banks find it necessary 
to refuse loans to smaller customers in order to meet their commit- 
ments under existing lines of credit. The statistics are consistent with 
a substantial substitution of trade credit for bank credit by small 
businesses when they are refused bank credit, but present institu- 
tional arrangements for the provision of small-business credit do not 
seem to be entirely adequate. 

Maximum legal interest rates and finance charges constitute an 
imperfection in the market for consumer credit which could limit the 
supply of funds for consumption loans if other rates should rise high 
enough to make consumer loans unattractive investments at these 
maximum rates, but the possibility of such a development seems 
remote. General credit restriction in recent years has not deprived 
consumers of credit, but changes in the rate of increase in consumer 
borrowing seem to indicate that general credit controls exert an in- 
direct influence on the demand for consumer credit by changing 
consumers’ expectations. 

The variations in the impact of monetary restriction which have 
led to charges of discrimination are not the result of the use of general 
credit controls as such but of market imperfections which cause these 
controls to bear more heavily on some borrowers and lenders than 
on others. This suggests that the problems arising from variations in 
the impact of general credit stringency should be dealt with not by 
an attempt to equalize the impact of credit restriction through the 
imposition of selective controls but by an attempt to remove the 
market imperfections which cause these variations. 
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CONCENTRATION AND COMPETITION IN 
NEW ENGLAND BANKING* 


Paut MICHAEL Horvitz 
Federal Reserve Bank of Boston 


MANY CHANGES HAVE taken place in the structure of banking in 
New England since 1945. The most significant of these changes have 
been those associated with the increased number of bank mergers 
and the spread of branch banking. This study sets out to investigate 
the extent of these changes, to ascertain their causes, and to evaluate 
the desirability (or lack of it) of the continuation of these trends. 

Detailed data are presented on the extent of the postwar changes 
in the New England banking structure. Some of the reasons for bank 
mergers and the spread of branch banking are presented and ana- 
lyzed. The principal reasons for bank mergers seem to be connected 
with management problems, loan limits, and the desire for branches. 
The latter, in turn, is based on the great postwar movement of 
families and firms to the suburbs. 

The arguments that have figured in professional and political de- 
bate concerning branch banking are examined in detail. One of the 
most frequently used arguments for branch banking is that it can 
better provide banking facilities for small towns. It was found that 
among the rural northern New England states a higher proportion 
of small towns had banking facilities in Maine and Vermont, which 
permit branch banking, than was the case in New Hampshire, which 
does not. Among the industrialized southern New England states, 
a higher proportion of small towns in Rhode Island and Connecticut, 
which permit state-wide branch banking, had facilities than did 
Massachusetts, which restricts branch banking. 

Another argument in favor of branch banking is that the cost of 
operating a banking office as a branch is less than the cost of running 
the same office as a unit bank. Data were obtained on the operation of 
several New England banking offices which functioned as unit banks 
until a merger converted them to branches. Their operations as unit 
banks and as branches were compared. It was found that the cost 
advantages of operating a banking facility as a branch rather than 
as a unit bank were small or nonexistent. 


* A dissertation completed at Massachusetts Institute of Technology in 1958. 


1. See “The Growth of Branch Banking,” in Federal Reserve Bank of Boston’s New 
England Business Review, April, 1959. 
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An important argument in favor of unit banking is that the unit 
banker is likely to be more sympathetic to local small business than 
is the branch manager. A comparison was made of interest charges 
made by branch and unit banks operating in the same cities. With 
few exceptions, the unit banks charged less for unsecured loans to 
small businesses and made more such loans than did the large branch 
banks. It appears that most branches were established to do a “retail 
or consumer banking” business and that often the branch managers 
were not qualified or permitted to make commercial loans. 

The spread of branch banking has had and will have little or no 
effect on the level of competition in regard to large- or medium-sized 
borrowers. There are forces inherent in branch banking tending both 
to increase and to decrease competition for small borrowers. It is 
probable, though, that the extension of branch banking would lead to 
an increase in competition as far as small customers are concerned. 
This would be so even though there would probably be increased 
concentration of New England’s banking resources. 

On the whole, it is argued that the extension of branch banking 
has been desirable and that a further extension would be desirable, 
but it does not appear to be as unmixed a blessing as some writers 
have apparently believed. 
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MONETARY POLICY AND THE 
RECESSION OF 1953-54* 


H. D. MALonEy 


DePauw University 


ALTHOUGH INFORMED OBSERVERS are now familiar with monetary 


y policy and execution, disagreement exists regarding the effects of 
d monetary actions on output, employment, and price levels. When 
h central bank actions are taken, subsequent developments are often 
S offered as evidence of the supposed effects of the actions. It is assumed 
0 in this study that the effects of monetary actions can be discovered 
1. only through a detailed investigation of all the major relevant factors 
d during a specified period. In this investigation of the effects of Federal 
Reserve actions, the period 1953-54 was chosen. This was a period 
g during which restrictive actions were followed by a decline in output 
e; and employment and by generally stable price levels. 
rs The economic aspects of the 1953-54 period cannot be understood 


without investigation of the Korean War defense program and its 
effects. The early months of the war saw a substantial inflationary 
movement which reached a peak in the early weeks of 1951, following 
which consumer and wholesale price levels were stable. Meanwhile, 
during 1951 and 1952, the partial mobilization effort had diverted 
a substantial part of the national product into national security chan- 
nels. Despite the fact that the inflationary expectations of 1951 and 
1952 did not materialize, the Federal Reserve authorities carried out 
a restrictive policy during the last half of the latter year and the 
early months of 1953. 

In 1953 a new administration soon made clear that its announced 
goals of lengthening the maturity of the federal debt and pursuing 
a “flexible” interest-rate policy would be implemented. A series of 
debt-refunding steps by the Treasury indicated that it was willing 
to permit and encourage a general increase in market interest rates 
on outstanding and forthcoming government security issues. These 
steps culminated in a 3} per cent bond issue which was offered to 
the public on April 1. This issue, together with the tight conditions 
created by Federal Reserve actions, produced a marked temporary 
tightening of credit availability and a sharp rise in interest rates in 


* A dissertation completed at Indiana University in 1958. 
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April and May. This condition was relieved in early May by Federal 
Reserve actions making additional reserves available through a re- 
duction in reserve requirements and by open-market operations. Sub- 
sequently, interest rates fell substantially and credit became more 
easily available. 

In the late summer of 1953 the beginnings of a recession of output 
and employment occurred. This decline continued and accelerated 
during the fourth quarter of the year. In subsequent months the 
decline continued, particularly in durable manufacturing output and 
employment. The largest declines in the gross national product com- 
ponents were in federal government purchases and in private invest- 
ment spending, most of the decline in the latter being in inventory 
accumulation. 

Detailed analysis of the behavior of consumption and investment 
spending during 1953 and of the course of the recession reveals that 
the tight-money condition of early 1953 had no marked effect on 
economic activity. Changes among major categories of investment 
spending appear to have been essentially unrelated to monetary- 
credit conditions, and a similar conclusion is indicated by evidence 
regarding consumer spending for credit-financed durable-goods pur- 
chases. Instalment credit did indeed temporarily slacken from pre- 
vious levels, but there is no conclusive evidence that the tight-credit 
situation of early 1953 significantly affected consumer purchases of 
automobiles and other durable goods. 
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BOOK REVIEWS 


Insurance 


Comprehensive Medical Services under Voluntary Health Insurance. By Ben. 
JAMIN J. Darsky, NATHAN SINAI, and SoLomon J. AxELRop. Cambridge: 
Harvard University Press, 1958. Pp. xviii+392. $7.50. 


Medical-care costs represent an increasing area of concern, both in personal 
financial planning and in social planning; moreover, this concern is likely to 
become more, rather than less, pronounced before useful solutions begin to emerge. 
Unfortunately, issues in medical economics are typically clouded by (1) a paucity 
of empirical data and (2) inherited psychological attitudes which, taken together, 
make rational approaches to problems unusually difficult. Fortunately, this 
volume—produced under the auspices of the Health Information Foundation by 
a research team from the School of Public Health at the University of Michigan 
—makes a very substantial addition to the data extant in at least one segment of 
the field of medical economics, i.e., voluntary health insurance plans providing 
physicians’ services on a comprehensive basis. 

The authors undertook a penetrating study of Windsor Medical Services 
Incorporated, a voluntary health insurance plan operating in the area surround- 
ing the city of Windsor in the Canadian province of Ontario. From its inception 
in 1939, the Windsor plan embraced a total-service concept, providing physicians’ 
and surgeons’ services without restriction as to the number or place (home, office, 
or hospital) where services are performed. This comprehensive coverage differs, 
of course, from the more limited services—usually surgical, obstetrical, and, at 
times, in-hospital medical—available under conventional Blue Shield types of 
contracts. 

Messrs. Darsky, Sinai, and Axelrod sought to evaluate comprehensive plans 
from the Windsor experiment. Their questionnaires and interviews were devised 
to answer certain critical questions: (1) Is there a need for comprehensive physi- 
cians’ care? (2) Would a home-and-office care plan be actuarially sound? (3) Is 
the public wlling to pay the increased premium? (4) Would overutilization be 
a major problem? (5) Is this type of plan acceptable to the medical profession? 
(6) Would administrative and processing costs fall within a reasonable range? 

Exhaustive data presented in the Appendix document the basic conclusions of 
these researchers: 


That comprehensive physicians’ care on a fee-for-service basis can be provided through 
prepayment is adequately demonstrated by the history of the plan’s financial stability 
and its current sound fiscal position. Furthermore, the plan has the strong support of the 
medical profession in Windsor; not only virtually all physicians participate as members, 
but the great majority accept and are satisfied with the benefit structure . . . administra- 
tive arrangements .. . [and the] role [of the plan] in the provisions of medical services in 
the Windsor community. 


This study reveals wide acceptance of the Windsor plan by both subscribers and 
physicians; furthermore, the evidence indicates a very adequate level of medical 
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care for the community. Although the success of the Windsor plan is clear, the 
critical question arises in moving from the particular to the general: Does the 
Windsor experiment augur well for similar plans if instituted in other areas? The 
authors appear to believe so, observing that the reasons customarily advanced 
for restricting services in prepayment plans do not seem valid. Certainly, com- 
munities similar to Windsor—‘“a fairly typical, medium-sized, industrial commu- 
nity”—can anticipate success with a comprehensive-care plan. 

This is a significant study, soundly conceived and rigorously executed—a 
needed addition to scientific analysis in the health insurance field. Informed mem- 
bers of the medical profession will certainly want to read this book, along with 
those in insurance, sociology, and government who profess an interest in arrange- 
ments for providing the public with medical care. 


RAYMOND F. VALENTI 
Syracuse University 


Cost Estimation Methods in Unemployment Insurance, 1909-1957. By Harry 
Ma.isorr. New York: New York State Department of Labor, 1958. Pp. 
x+167 (paper). 


This monograph undertakes to provide a critical review and comparative 
evaluation of methods for estimating future cost rates in unemployment insurance 
as they have developed since 1909 in the leading three English-speaking countries, 
Great Britain, Canada, and the United States. Relatively little space is required 
for the Canadian account, which is almost wholly devoted to the work of A. D. 
Watson. Developments in Great Britain are sharply distinguished from those in 
the United States because of the British neglect of actuarial and mathematical 
techniques out of preference for pragmatic adjustments based on past and assumed 
future average rates of unemployment and price levels. 

The 25-year story of cost estimation in the United States is carried from the 
work of I. M. Rubinow in the early 1930’s to the empirical approach now being 
recommended by the Bureau of Employment Security, U.S. Department of Labor. 
Woytinsky’s vital contribution to this story in 1948, although suggested as early 
as 1935 by Winslow, is recognized as the turning point in American theory because 
of its development of models and the foundation it gave for the extended series 
of state “solvency” studies inaugurated about ten years ago and out of which have 
come the newer empirical approaches delineated by Gaines and Rohrlich. 

In a summary chapter, Malisoff compares the various approaches to cost esti- 
mation from the standpoints of the “major dimensions” of (1) the labor market, 
(2) the statistical, (3) the economic, (4) the mathematical or formal, and (5) 
the social insurance. An Appendix gives a 14-page review of the British Unemploy- 
ment Fund, 1920-48. 


There can be little doubt that Malisoff has done an excellent job in providing © 


the means of gaining perspective and understanding of the foundation for the 
work now emerging in the field of unemployment insurance financing. This effort 
seems particularly worthwhile because, nation-wide, economists are becoming 
increasingly aware that state unemployment compensation costs must be care- 
fully estimated to determine the adequacy of state funds to meet the demands 
that may be placed on them. 
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This monograph should therefore be on the reference shelf of all teachers of 
social insurance and required reading for all who enter into the study of unemploy- 
ment insurance financing. 

It would be unfortunate, however, if any reader unacquainted with the Ameri- 
can scene should get the impression that the results of cost studies, even when 
accepted as sound, lead promptly to adjustments in rates or reserves. It is no 
criticism of this monograph that, as admirable as it is in describing clearly the 
development of cost-estimating methods in this country, it does not deal with 
the problems, arising from the character of statutory experience-rating provisions 
and political considerations, of applying the results of scientific cost estimating 
to the determination of rates and reserves prescribed by state unemployment 
insurance laws. 

H. WANDEL 
Columbus, Ohio 


Development of Comprehensive Insurance for the Household. By JoHN EUGENE 
Pierce. Homewood, IIl.: Richard D. Irwin, Inc., 1958. Pp. xix+435. $6.25. 


The recent introduction in the United States of an insurance policy providing 
in a single contract all the different kinds of property and liability insurance 
needed by the dwelling owner marks both the culmination of many years of 
development and the beginning of a new stage of the industry’s history. Dr. 
Pierce’s study presents the story of this development. Starting with an outline 
of objectives and a statement of principles underlying the integration of coverages, 
the author then proceeds with a careful analysis of the development of the various 
forms of insurance designed for the protection of homeowners. Described in 
successive chapters are the personal-property floater, the comprehensive personal 
liability policy, automobile physical-damage insurance and the combination auto- 
mobile policy, dwelling fire insurance, extended coverage, and, finally, the devel- 
opment of comprehensive physical-damage insurance and the all-inclusive policies 
for the household. 

Here, for the first time in a single volume, is found a painstaking account of 
the historical origin and development of the various forms of insurance devoted 
to the protection of household interests, together with a careful analysis of the 
various coverages as they apply today. But of even greacer significance is the 
author’s contribution to an understanding of the process of integration. For it 
was this process that determined both the fact and the form of today’s all-inclu- 
sive policies. Integration as it applies to the various forms of insurance, the 
author describes as “the joining together of coverages to form policies which, 
as the process continues, approach more and more closely the ideal of complete- 
ness and entirety relative to the insurance needs of a particular type of risk” 
(p. 21). This process may occur in a variety of ways, which are described under 
the heading of “Types of Integration” (pp. 22-23) as follows: by increasing (1) 
the number of perils insured against, (2) the number of species of subject matter 
insured, (3) the number of types of insurable interest to which the policy pertains, 
(4) the number of persons whose interests are protected, (5) the number of 
situations in which the subject matter is insured, and (6) amount limits, so as to 
include additional values. 


i 
€ 
fe 
I 
e ig 
4 
d 
e 
4 
a 
e 
t 
Ss 


574 The Journal of Finance 


In the final chapters of the book the factors tending toward integration are 
examined, and certain conclusions are drawn. Pointing out that the insurance 
industry is geared to growth, the author notes the contribution which the process 
of integration is making toward the attainment of this objective. But the influ- 
ences of the integrative process are more pervasive. In the author’s words: 


With the passage of time, it becomes increasingly clear that comprehensive insurance 
has become a powerful and pervasive influence. For the future, it promises great benefit 
of companies, agencies, and policyholders alike. By expanding the completeness of pro- 
tection afforded to the average property owner, without a proportionate increase in 
premium cost, it can create good will for the insurance business. By minimizing conflicts 
of coverage, it can reduce the costs and delays of loss adjustment and the possibility of 
disappointment to the insureds. By making possible greater efficiency of operation, it 
can increase the net income of agencies and companies. By stimulating general distribu- 
tion of additional types of insurance, it can make possible continued growth in premium 
volume. By providing new bases for assuring favorable self-selection it can offer feasible 
means for equitable rate distinctions. 


While one may not be in complete agreement that the trend toward compre- 
hensiveness is an unmixed blessing, the book is nevertheless “required reading” 
for every teacher and student of property-casualty insurance. The development 
in coverage which the author describes is the most significant aspect of the 
last couple of decades. But even at this stage the account is not yet completely 
written. To understand fully future developments as they unfold will require an 
appreciation of what has happened thus far. Pierce’s work, accordingly, con- 
tributes significantly to an understanding not only of the past but of the future 
as well. 

J. Epwarp HepceEs 
Indiana University 


International Finance 


Financing Free World Trade with the Sino-Soviet Bloc. By RayMonpb F. MIKE- 
SELL and JAck N. BEHRMAN. Princeton: Princeton University Press, 1958. 
Pp. viii+109. $0.25 (paper). 


The literature on the Sino-Soviet bloc economic offensive in the free world 
has grown rapidly during the last few years. But most of it has been of a general 
character and rather superficial in treatment. It is therefore gratifying to have 
the afore-mentioned book, which presents the first comprehensive and scholarly 
investigation of one aspect of the offensive—the trade of the bloc countries with 
the free world. Since most of this trade is carried on under bilateral agreements, 
the study centers “on the character and operation of the agreements and on the 
economic and political motivations underlying them.” 

The book is divided into two parts. In the first part, comprising about one 
hundred pages, the authors have carefully analyzed the changes in the structure 
of East-West trade which have resulted from the emphasis on industrialization 
in the Soviet bloc (chap. i), and the financial and other commercial practices 
employed (chaps. iii-iv). The latter two chapters form the bulk of the study. 
And, to the best of this reviewer’s knowledge, nowhere else will the reader find 
the detailed and lucid discussion on the various methods by which trade between 
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the Sino-Soviet bloc and the free world is financed and on the equally varied 
types of organization and control employed in the economic relations between 
the two groups. In addition, the authors have attempted to throw light on the 
motives of both sides in negotiating bilateral agreements (chap. ii) and to assess 
the experience of the free-world countries in trading under agreements with the 
bloc (chap. v). As the experiences of many of them have been unfavorable, the 
chapter should prove instructive. 

In the second part, the authors have provided two useful appendixes of tables 
summarizing the 240 “Payments Agreements and Other Trade Accords between 
the Free World and the Sino-Soviet Bloc” in operation in 1957 and the 64 “‘Sino- 
Soviet Long-Term and Intermediate-Term Credits to the Free World Countries” 
from January, 1953, to January, 1958. 

Two brief comments are necessary, however. In their scrupulous objectivity, 
Professors Mikesell and Behrman have apparently tried to equate Sino-Soviet bloc 
bilateralism with the bilateral trading conducted by western Europe in the 1930’s 
and in the years immediately after World War II. But the West, with its long 
tradition of multilateralism, has considered bilateral trading a temporary aber- 
ration from the normal pattern of economic relations. The bloc, on the other 
hand, has employed bilateralism as a weapon in the cold war. In its relations 
with the underdeveloped countries of the free world, with which it has concluded 
most of the agreements since 1953, it has used bilateralism to achieve the political 
objective of extending bloc influence in those areas, or at least of removing them 
from the sphere of influence of the West. Also, the treatment of Soviet bloc 
pricing practice (pp. 73-74) is inadequate. The manipulation of prices as a weapon 
in competition with the West is not elucidated, and the authors appear unaware 
of the role of the Council for Mutual Cooperation and the bloc “equalization 
funds” in the struggle. 

Financing Free World Trade with the Sino-Soviet Bloc nevertheless makes a 
notable contribution to the literature. Businessmen who sell abroad, bankers 
engaged in foreign-trade financing, university teachers, and economists concerned 
with international economic relations should be interested in the book. 


Book Reviews 


ARTHUR LEON HorRNIKER 
Washington, D.C. 


International Financial Transactions and Business Cycles. By OsKAR MorGEN- 
STERN. Princeton: Princeton University Press, 1959. Pp. xxvi+591. $12.00. 


This volume presents an extraordinarily painstaking analysis of the extremely 
complicated interrelationships involved in international financial transactions. 
For portions of more than two decades, Morgenstern has studied the financial 
interactions in the United States, Great Britain, Germany, and France. He now 
presents some of his findings for two periods, the classical period of the gold 
standard, 1870-1914, and the less tranquil years 1925-38. 

Lacking satisfactory data on national income, balance of payments, and the 
the like, Morgenstern has explored the interdependence of business cycles, inter- 
est rates, exchange rates, gold points, and security markets in great detail. He 
concludes that the data are inconsistent with conventional theory of international 
trade and finance at a number of points, so that either the data or theory must 
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be rejected, modified, or possibly given new interpretations. Thus, to give some 
examples, he shows that differences between cross-rates of exchange and the direct 
rates “are neither zero, nor small, nor clearly constant” (p. 567); that “peculiar” 
differences between interest rates persisted over long periods of time; and that 
exchange rates surpassed the maximum gold points for protracted periods of time 
even under the classical gold standard. 

Morgenstern has devised a very ingenious test which measures the degree 
of stress in financial markets by relating differentials in interest rates to exchange 
rates. He demonstrates that short-term interest rates in one country often ex- 
ceeded those in another by more than was necessary to compensate for the risk 
of adverse fluctuation in exchange rates. His test “revealed almost fantastic dis- 
crepancies between the observed behavior of the markets in respect to each other 
and that postulated by, and inferred from, the principles of the gold standard, 
even if the latter be formulated in a very watered-down fashion” (p. 567). 

On the positive side, Morgenstern’s study confirms the belief that the degree 
of financial interaction was drastically reduced following World War I. He shows, 
moreover, that the covariation between the four countries studied became random 
in the interwar period, thus intensifying the difficulty of developing an adequate 
theory of the international propagation of business cycles. With contacts be- 
tween nation tending to become even looser in the period since World War II, 
it is not surprising to find Morgenstern saying: “For a long time to come more 
is to be expected from verbal-historical accounts and statistical-historical investi- 
gations dealing with particularly noteworthy instances of simultaneous crises of 
suspected transmission of disturbances than from an attempt to establish a uni- 
versal theory applying to all forms of organization” (p. 564). 

This is not an easy book to read, with its fine detail of economic data. Never- 
theless, the charts and summary tables are presented with great clarity, and the 
whole study stands as a monument in the disaggregation of economic data. Re- 
search workers can obtain valuable training in the proper use of data by careful 
reading of this book, and economic theorists would do well to ponder the incon- 
sistencies between fact and theory revealed in Morgenstern’s analysis. 


KENNETH D. Roose 
Oberlin College 


Investments 


“.. Of the People by the People...” By E. H. Davis. Rev. ed. New York: John 
Nuveen & Co., 1958. Pp. 151. 


This book on municipal bonds traces their origins, outlines their characteris- 
tics, and classifies them into four broad groups containing subclassifications. The 
result is an up-to-date and comprehensive picture which should be invaluable to 
students interested in investment analysis. 

Understandably enough, tax-free bonds have greatest attraction for high-income 
receivers, commercial banks, and other types of institutional investors. Mr. Davis 
is obviously partial to revenue bonds, and he notes that they now constitute about 
25 per cent of all outstanding municipals. Recent years have also seen the birth 
of school holding-corporation bonds and a rash of turnpike issues. These trends 
inevitably complicate the problem of assessing risk, especially since nearly one- 
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third of all outstanding municipals are unrated by the leading investment services. 
The author discusses the investment standards employed by regulating agencies 
and enters a plea for the abandonment of the “legal list” in favor of the “prudent 
man” rule. Such a step would undoubtedly widen investment horizons for many 
institutional investors and has special merit in the eyes of those who underwrite 
and sell municipals. Nevertheless, the thoughtful reader will reflect that perhaps 
the real testing time for postwar securities is yet to come. Only then can it be 
assumed that current investment expertise is superior to that of pre-1929. 


Joun L. O’DoNNELL 
Michigan State University 


Making Profits in. the Stock Market. By Jacop O. Kamm. Rev. ed. Cleveland: 
World Publishing Co., 1959. Pp. xv +185. $3.50. 


This little book is an elementary and non-technical treatise on investing in 
common stocks. Despite its title, it is not a book on speculation or stock trading; 
the author regards income and long-term capital growth as the desired “profits.” 
The author is a former academician and textbook writer who has become a 
businessman. His views are long-term, conservative, and practical. 

The book is intended to inform and encourage the beginner, while pointing out 
the pitfalls and stressing the usefulness of common sense. The text is smoothly 
written, and the numerous charts and tables are intelligible and meaningful. 
Twenty-one short chapters introduce a wide variety of pertinent topics and ideas. 

The author obviously finds his subject interesting. He suggests the study of 
stocks and the stock market as a hobby, urges the development of a personal 
investment plan, and offers a considerable number of guide lines—for example, 
balance between aggressive and defensive holdings, dollar averaging and formula 
planning, and four “methods” for profitable stock investing—which should be 
extremely useful to a beginner. 

Although an elementary book inevitably tends to present mostly conventional 
ideas, the author of this one manages to take a number of explicit positions which 
are by no means universally held. He urges that beginners obtain experience by 
experimenting with very small ($100-$200) positions in several stocks. He holds 
that six or eight stocks in a half-dozen industries constitute a sufficiently diversified 
position for most non-professional stock investors (reason: time for adequate 
supervision). He advocates use of stock in small, especially local, companies as 
a means of obtaining good value and utilizing on-the-spot local information. He 
urges that investors make their own judgments because advisory-service and 
brokerage-house advice is often wrong. 

Everything considered, this book must be classed as readable and helpful for 
beginners. It is not sufficiently technical to develop the knowledgeable competence 
which its readers are advised to obtain, but it lays the groundwork and points 
the way to further study. On the whole, the book is not recommended for experi- 
enced readers, although chapter xi, entitled “Investment Steps,” contains a pres- 
entation of value criteria which ought to be required reading for most profes- 
sionals. 

Joun C. CLENDENIN 


University of California, Los Angeles 
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Investment Analysis. By JoHN H. Prime. 3d ed. Englewood Cliffs, N.J.: Prentice- 
Hall, 1959. Pp. x+495. $6.95. 


This third edition of Professor Prime’s investment text, like the earlier editions, 
is divided into two parts. In the first part the author discusses bonds, stocks, secu- 
rities markets, and security-market operations; explains the fundamentals of in- 
vestment mathematics; describes the methods by which new security issues are 
offered to the public; discusses the basic factors in the formulation of an invest- 
ment program; explains the functions and operations of investment companies; 
and describes the obligations of the federal, state, and municipal governments. The 
second part, consisting of seven chapters, deals with financial-statement analysis. 

The author has made several significant changes which substantially improve 
this revised edition. The changes which constitute the major features of this revi- 
sion are summarized as follows. First, the number of chapters devoted to financial- 
statement analysis has been reduced, but the total content has been held stable. 
This change has been made without disturbing the general pattern of arrangement 
that has been acceptable to the users of the previous editions. Second, a new 
“Capital Structure” chapter has been added in the revised edition. Third, the text 
has been brought thoroughly up-to-date. Fourth, the number of assignment prob- 
lems which appear at the end of each chapter has been increased. Fifth, the author 
has aimed toward subordinating the more descriptive phases of investments to 
the analytical. 

Prime has increased the effectiveness of the present edition so that this volume 
should continue to command attention by faculty, students of investments, and 
the general reader. 


Rona.p S. Foster 
Ohio State University 


Money and Banking 


Business Forecasting. By Etmer C. Bratt. New York: McGraw-Hill Book Co.. 
1958. Pp. vii+366. $7.50. 


This book sets itself the dual task of (1) providing a detailed and up-to-date 
description of forecasting techniques in current use in each of the major pertinent 
areas and (2) examining the concepts and assumptions underlying the various 
types of forecasting as to their implications and limitations in the conviction that 
“methodology is of prime importance in forecasting” (p. vi). Happily, the mag- 
nitude of the first task is not permitted, as it were, to “main-track” the discussion 
away from the second, which constitutes the special merit of the work. The result 
is a blend of information and analysis very useful for the serious student of 
forecasting. 

Most of the substantive matter is arranged under the usual headings of growth 
(i.e., long-term) and short-term forecasting. Included under the first are chapters 
on the measurement of national expenditure aggregates and forecasting techniques 
in the major expenditure divisions, in industry as a whole, and in a good sample 
of particular industries. The discussion of short-term forecasting deals with 
aggregate industry, commodity prices, some individual industries, and especially 
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sales forecasting. In addition, a separate chapter is devoted to general business 
indicators, such as the price indexes, the industry survey, retail trade, employ- 
ment and earnings, money supply and credit, lead and lag series, diffusion indexes, 
and the like. Another chapter outlines the forecasting of several major economic 
processes: changes in the labor force, employment, population, households, inter- 
est rates, and the stock market. 

Illustrative tables and graphs are used with restraint and to good effect, and 
discussions of specific measures and approaches are well documented. In the re- 
viewer’s opinion, much of the detail on the construction of national income and 
product accounts could have been omitted, inasmuch as it parallels material 
easily accessible in publications of the Department of Commerce and elsewhere, 
and the space devoted to fuller treatment of some interesting analytical observa- 
tions which are tantalizingly brief. 

The distinctive feature of the book, as already noted, is the close attention 
given to methodological analysis of forecasting problems and techniques. Discus- 
sion of this aspect occurs both in the course of the description of specific forecasts 
and in a final chapter dealing with the general problem of evaluation of forecasts. 
Conceptual, logical, and empirical limitations and difficulties are faced forth- 
rightly, thus paving the way toward development of greater accuracy and validity 
in future attempts. It is pointed out, for example (p. 64): “Many forecasts 
presented in this book are far shorter than the most desirable periods, as are 
most of those now in use in business.” Longer forecasts will probably become 
“less hazardous” as some of the difficulties outlined in the book are considered 
by practitioners and solved. Again, while the illustrations used give prominence 
to the method of forecasting by extrapolating a modified trend line, the author is 
careful to point out that short-term changes “are dependent upon what is cur- 
rently happening rather than upon any fundamental relationships, so that the 
relevance of historical trends is much less than in growth forecasting” (p. 133). 

Provocative questions are raised about such problems as the assumption of 
stability underlying many forecasts; the effect of the degree of aggregation on 
the validity and the usefulness of forecasting; and whether evaluation of fore- 
casts in the light of economic theory is possible in view of the fact that forecasting 
is currently an organizational rather than an individual effort. In the discussion of 
these and many other issues, while the definitive answers are not immediately 
forthcoming, the posing of the questions is, itself, very illuminating. 


Book Reviews 


Louis M. SPaDARO 
Fordham University 


Interbank Deposits: The Purpose and Effects of Domestic Balances, 1934-54. 
By KATHERINE Finney. New York: Columbia University Press, 1958. Pp. 
xiv+129. $4.00. 


The three-fold aim of this study of domestic interbank deposits is to consider 
their purposes, the factors influencing their size and location, and the effects 
of bankers’ balances upon monetary policy and the functioning of the commercial 
banking system. The information about the purposes and uses of correspondent 
balances was based to a considerable degree upon interviews with bank officers 
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and bank supervisory officials. Although this part of the discussion is generally 
familiar to students of banking, it is a suitable way to open the subject. The 
author’s conclusion that interbank balances are partly a substitute for large-scale 
branch banking is widely accepted. 

The author also examined the volume and distribution of interbank balances. 
Bankers’ balances grew less rapidly than other deposits from 1934 to 1954. During 
the 1930’s, bankers’ balances expanded after gold inflows to the United States 
substantially increased excess reserves. As the excess reserves melted away during 
and after the war, interbank balances declined relative to other deposits. At 
the same time that correspondent banking was in relative decline, the distribution 
of deposits among banks was also changing. For example, interbank deposits 
shifted from New York City banks to reserve city banks throughout the country, 
reflecting shifting patterns of trade, indusiry, and finance, and the declining rela- 
tive importance of New York City as a financial center. 

For the non-specialist in banking, the most interesting part of this book will 
be the policy discussion. In this connection, the author was particularly concerned 
to show the problems for monetary control when movements of interbank balances 
affect the distribution of reserves within the system. Similarly, the author shows 
how reserve requirement changes affect bankers’ balances. The author traced these 
changes from their inception in 1936. Interbank balances have at times been 
important for adjusting to reserve requirement changes, though they are by no 
means the exclusive vehicle of adjustment. Indeed, during recent years, when 
correspondent balances have not been large, variation in the Treasury bill port- 
folio has been a more important means of adjusting to reserve requirement 
changes. The point the author is at pains to make, however, is that “the predicta- 
bility of the impact of reserve requirement changes is lessened by the existence 
of interbank deposits since the distribution of reserves among individual banks 
and classes of banks can be quickly altered through movements of interbank 
balances . . . [and thereby] the exercise of monetary control is . . . made more 
difficult” (p. 95). Moreover, interbank deposits are legal reserves for non-member 
banks. The potential expansion of the system depends not only upon the size of 
its reserve base and the distribution of reserves in the system but also upon the 
amount of interbank deposits of non-member banks. In order to enhance the 
efficacy of monetary policy, the author argues for separate treatment of interbank 
deposits in establishing reserve requirements. This would appear to be a com- 
promise recommendation instead of subjecting all commercial banks to the same 
reserve requirements. 

Reform of the present system of reserve requirements is currently under con- 
sideration. The present system, with reserve requirements based on geographical 
location and with particular reserve distinctions for different reserve classifica- 
tions, has been criticized by economists, by bankers, and, indeed, by the Board 
of Governors of the Federal Reserve System. The board has already proposed 
legislation to modify the present system of reserve requirements. This little book 
can contribute to these discussions. The correspondent banking system has de- 
clined in importance, but it is not dead. The author’s detailed examination of 
interbank deposits has served a useful purpose by calling attention to the problems 
and implications of an often neglected aspect of our banking system. 


Davin A. ALHADEFF 


University of California, Berkeley 
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Inflationen: Das Drama der Geldentwertungen vom Altertum bis zur Gegenwart. 
By Ricuarp GaeETTeNns. Munich: Richard Pflaum Verlag, 1958. Pp. 324. 
DM. 17.50. 


There is probably a need for a concise historical analysis of major inflations. 
This book is a purely historical contribution, with no pretense at using the tools 
of economic analysis. Once this is recognized, the reader may enjoy the author’s 
vivid description of how the Roman emperors cut the silver content of the 
denarius (or denar) between Augustus (27 B.c. to A.D. 14) and Caracalla (a.p. 198- 
217) from 97 to 50 per cent. During this period the (guaranteed?) annual wages 
of the legionnaires rose from 225 to 750 denars, while the price of bread only 
doubled. Was this, then, an early example of cost-push inflation? 

Under Aurelian (A.D. 270-75) the denar’s silver content had been reduced to 
2 per cent of its original stated value, but the author fails to provide data on 
wages and prices for this later period. 

Other chapters deal with the Spanish, German, and French inflations of the 
seventeenth century, with John Law’s invention (?) of paper money, and with 
the Swedish and Prussian disasters of monetary and fiscal policies under such 
national military heroes as Charles XII and Frederick the Great. After a discus- 
sion the French Assignats, the Austrian, Russian, Prussian, and British inflations 
following the Napoleonic wars are described. There follows the story of the 
financing of the war between the states north and south of the Mason-Dixon line, 
the inflation in Chile after 1878, and the great German inflations caused by the 
two world wars. 

The author considers inflations as disasters comparable to (lost) wars and 
epidemics and as a crime against one of man’s fundamental rights, the right to 
private property. 

Rosert M. WEIDENHAMMER 
University of Pittsburgh 
University of Munich 


Some Monetary Problems—lInternational and National. By Per Jacopsson. New 
York: Oxford University Press, 1958. Pp. viiit+374. $6.75. 


Chancellor Oxienstierna of Sweden, sending his son to the congress that made 
the Peace of Westphalia, advised him: “Go and see with how little wisdom the 
world is governed.” A son of contemporary Sweden, looking back over forty years 
in thy League of Nations’ Secretariat, the Bank for International Settlements, 
and, since 1956, the International Monetary Fund, could fairly say that one 
should not despair of instilling a little wisdom into the world’s monetary affairs 
—provided that one tries hard. 

And Per Jacobsson has tried hard! For one thing not only has he acquired 
a firm grasp of the economic thinking of his generation, but he has also endeavored 
to test the new concepts and techniques against the classical heritage: he has thus 
been able to blend the core of basic truth of the monetary traditions inherited 
from the nineteenth century with those innovations of the twentieth century 
which, when put to work, have proved effective and constructive. And, for another 
thing, he has displayed courage and determination to have the idea of the 
ineluctable relationships between domestic monetary and financial conditions and 
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a country’s international position and reserves accepted once again as a deter- 
mining consideration in economic and financial policy-making. 

The gathering-together of the most notable of Per Jacobsson’s writings on 
the great economic problems of the past forty yeirs is most helpful. The issues 
he discusses—the effectiveness of monetary policy, the moderating of business 
fluctuations, exchange-rate problems and policies in an unsettled world, etc— 
are as alive today as during the eventful years from 1917 to 1957. To give unity 
to the articles and speeches that his daughter, Erin E. Jucker-Fleetwood, selected 
for the present collection, Per Jacobsson wrote especially a new 50-page essay sur- 
veying his thinking and summing up in seven major conclusions the very essence 
of his experience and judgments. History, philosophy, even biology, are invoked 
to substantiate the author’s firm belief in “honest money,” a cause to which he 
has dedicated his life. 

Among these conclusions is, above all, the need for being “prepared for the 
unexpected” in economic policy-making; consequently, those responsible must 
not be rigid. “There is time for cheap money; and another for dear money; it all 
depends upon the circumstances.” As early as 1919, Per Jacobsson advocated 
higher interest rates to combat inflation; but as early as 1925, two years before 
Keynes began to entertain the idea that the level of interest rates was due for a 
fall, he gave reasons indicating the probability of a decline. The author also 
recalls a private conversation in November, 1931, with the Governor of the Bank 
of England, Mr. Montagu Norman, in which the Governor explained that he would 
reduce the discount rate as soon as confidence in sterling was restored; by June, 
1932, the rate was down to 2 per cent, and War Loans were converted, which was 
the beginning of the period of relatively low interest rates in England. 

As early as 1946, Per Jacobsson came out with views that perpetuating low 
interest rates was tantamount to “forfeiting one of the instruments which have 
proved useful in the past for influencing economic developments” and that “a 
voluntary discard of all flexibility in this field might occasion a loss of freedom 
and flexibility in other fields also . . . While rates should be such as to best 
serve the interests of society, it can hardly be proposed to put economic life into 
a straightjacket in order to preserve any given interest level.” It is views like 
these that have led to the postwar renaissance of monetary policy—first in Bel- 
gium, Italy, and other Continental countries, and, beginning with 1951, in Great 
Britain and the United States. 

The pendulum has thus swung a full circle. In this fascinating evolution of 
ideas and policies, Per Jacobsson has a place of honor. 


Mrrostav A. Kriz 
New York City 


Bankers and Pashas. By Daviw S. Lanves. Cambridge: Harvard University Press, 
1958. Pp. xvi+354. $6.00. 


Armed with the original correspondence of two French financiers with Egyptian 
connections, Professor Landes has analyzed the financial activities of Ismail, 
Egypt’s viceroy during the Suez Canal construction period, and the bearing that 
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these activities had upon the career of Edouard Dervieu, private banker and 
confidant of the Viceroy during the early years of his turbulent reign. The re- 
cently discovered correspondence between Dervieu and Alfred André, his. Paris 
source of accommodation, covers the period of 1858-68 and sheds new light upon 
the finance and diplomacy of the canal construction era as well as the West’s 
present relations with the Middle East. 

Landes’ study is cast in the shadow of De Lesseps, but the canal is more impor- 
tant as collateral for public loans than as a cause of the Pasha’s financial dif- 
ficulties. Diplomatic pressure and Ismail’s unsatiated thirst for credit forced 
the Viceroy to mortgage his equity in the canal’s property and anticipated income. 
Eventually, the precarious condition of viceroyal finance precipitated his fall, a 
decline in French influence in the Suez, and a major shift in the locus of Mid- 
Eastern power from the Ottomans to the British. In this regard Bankers and 
Pashas is a valuable aid to understanding some of the causes of the recent Suez 
crisis. 

The André-Dervieu correspondence and other source materials examined in 
the Landes study reveal a curious parallel in the financial activities of Ismail and 
Dervieu but bear little resemblance to, or connection with, the current literature 
on public finance. Both the Pasha and his banker were possessed by grandiose 
schemes born of the cotton boom and falsely predicated upon its assumed per- 
petuation. Each was chronically overextended on current account because of an 
eagerness to borrow more than the ability of either to repay. Each man connived 
to gain at the expense of the other, and ultimately both Ismail and Dervieu met 
their disastrous financial Waterloos. 

Dervieu’s Paris correspondent, Alfred André, showed increasing concern over 
the state of Dervieu’s financial affairs and apparently never lost sight of what 
he believed to be the cardinal rules of conservative banking. André’s letters to 
Dervieu continually expressed these principles, but the pupil was. slow to learn. 
Long after the forced liquidation of Dervieu and the fall of Ismail, Alfred André 
was enhancing his position of eminence in the field of European banking. 

While Bankers and Pashas is based upon the André-Dervieu correspondence, 
its scope extends far beyond the contents of the letters. In addition to a general 
review of finance and diplomacy during the canal construction era, it offers a 
concise treatment of the organization and evolution of European banking during 
the last century. The study’s broad scope is apparently intended to provide the 
reader with an adequate background in order that he may view the correspondence 
in proper perspective. However, the background tends to envelop rather than 
enhance the significance of the André-Dervieu correspondence. 

Bankers and Pashas is commendable both as a literary effort and as a contribu- 
tion to entrepreneurial history, for David Landes has successfully blended the 
scholar’s approach with the novelist’s style to demonstrate the interest-stimulat- 
ing superiority of fact over fiction. While the novelist’s ability to read between 
the lines of the correspondence he examines may interfere with the scholar’s 
quest for adequate documentation, this minor flaw in Bankers and Pashas does 
not detract from its rightful place as a valuable contribution to history, finance, 
diplomacy, and, best of all, delightful reading. 


Book Reviews 


T. Kinney 


University of Illinois 
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Managed Money at the Crossroads: The European Experience. By MELCHIOR 
Patyr. Notre Dame, Ind.: University of Notre Dame Press, 1958. Pp. ix+ 
196. $4.75. 


Since the breakdown of the international gold standard in the early 1930’s the 
world’s monetary systems have been virtually reorganized. This book contains 
an exciting and, in some respects, a terrifying account of what has been happen- 
ing in the European countries in their attempts to find viable new standards and 
techniques to take the place of the old gold standard. It is a story of “monetary 
demoralization”—a futile search for a “code of rules” for managing money which 
ends, according to the author, in a choice between price inflation that destroys 
the purchasing power of income and bureaucratic regimentation that destroys 
democratic liberties. 

To provide a “frame of reference” for recent experiments with managed money, 
the author describes the origin and operation of the nineteenth-century golu 
standard—“the rationally adapted product of centuries of practice and experi- 
ence”; how it became “automatized” under a central banking “code of rules”; 
and the sense in which the modern gold standard was automatic, namely, “that 
it provided a built-in, self-adjusting stabilizer which tended to eliminate excesses 
and to restore a disturbed equilibrium” (p. 11). This introductory chapter is as 
neat an essay on the gold standard in short compass as one is likely to find 
anywhere. 

In the next two chapters the author presents his version of the breakdown of 
the gold standard, which was, in fact, a collapse of the “cooperative gold stand- 
ard” in the 1920’s, and the reasons why the gold standard was generally abandoned 
in the 1930’s. Wartime distortions—of money supply and price structures, produc- 
tion, wage rates, international trade, etc-—produced many a conflict between a 
nation’s domestic and foreign interests. When adjustments were called for in 
the domestic economy in order to re-establish international balance-of-payments 
equilibrium, the “rules of the game” of the gold standard were violated, but 
gold was blamed for the unfortunate consequences. 

Some countries restored the gold standard, then proceeded to disregard the 
elementary “rules of the game of the gold standard” and sought to protect their 
economics in various ways against the effects of foreign competition. Other coun- 
tries abandoned gold and its rules of behavior as well. 

Succeeding chapters deal with postwar attempts to invent and operate substitute 
standards or systems that would provide monetary stability. 

Two types of “new standards” emerged from the 1931 crisis: the British sys- 
tem of flexible exchange rates and the German blocked-currency scheme. The 
principle of the British system was to balance the country’s international accounts 
by varying the price of the pound sterling. The German blocked-mark scheme 
sought to adjust international payments by controlling imports to make them 
balance exports—through barter deals, clearing and payment agreements; by the 
use of multiple currencies such as “Aski” marks, tourist marks, security marks, etc. 

Other countries followed suit with variations and in their own manner put 
international trade into “strait-jackets” through high tariffs, import quotas, li- 
censing practices, and the like. One control spawned other controls, and nations 
retaliated against nations. Depressing as it is, it is an illuminating story to learn 
about the whole “bureaucratic kit” of tricks adopted to manipulate the foreign- 
exchange value of the currency, on the one hand, and to cope with the depression, 
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falling prices, and mass unemployment, on the other. It is depressing because 
these new measures and codes of conduct didn’t work. 

They led to new types of economic nationalism which, with their public works, 
wholesale subsidies, merciless protectionist devices, compulsory cartels, deficit 
finance, etc., generated a recovery perhaps for some time; but eventually, “debt 
monetization reached its ‘natural’ end when the whole nationa! debt was tucked 
away—in the banking system” (p. 53). But costs and prices continued to rise. 
These in turn brought about fiscal controls, price-fixing, rationing, wage “freezes,” 
and more and more bureaucracy. 

Western Europe’s economies came out of World War II thoroughly “govern- 
mentalized”—and this was especially true of their money and credit systems. On 
top of the depression, banking structures were geared almost entirely to financing 
government needs. Virtually all Europe was afflicted with full employment, creat- 
ing cost-price problems and monetized government debt and dollar shortage. “Cur- 
rency areas,” such as OEEC, EPU, and the Sterling Area, were formed to liberalize 
trade and payments within regional limits—collectively discriminating against 
the dollar. Until 1956, all European currencies but the Swiss were blocked incon- 
vertible paper-money systems with pegged gold prices—‘geared” for inflation and 
dependent on American aid. 

In the last three chapters the author analyzes the futile attempts miade by 
money manageés to discover rational criteria of political monetary management. 
The crisis of these events leads to two alternatives: (1) either surrender to a — 
socialistic “welfare-state” type of economy with rigid collective controls—a Soviet 
type of government by force—or (2) return to the free-market mechanism of 
the gold standard. The author describes the first form as “dirigism,” the French 
for the assumption that management by a small number is preferable to letting 
consumers and producers make up their own selfish minds, and it comes with 
the usual ideological trappings: equilibrium, social security, planning full employ- 
ment (comparing maximum number of jobs with maximum output), managed 
money, etc. The second alternative, which is more suitable to a democracy, is 
the author’s choice. This conclusion, he maintains, is based not only upon histori- 
cal experience but also upon sound economic policy. 

Managed irredeemable money is one of the most vitally important subjects in 
the world today, not only to European countries but to the United States as well. 
A variety of experience abroad provides invaluable data to guide us in our own 
money management. To be sure, with our limited international gold standard, we 
are not completely on an irredeemable basis. Certain foreign banks, governments, 
and international institutions can buy and sell gold at a fixed price at the United 
States Treasury, but this privilege and right are denied American citizens. 

Our money managers are beyond the influences of the discipline of our domestic 
market, and this permits great latitude for good or evil. Political forces often 
overshadow economic forces in determining our domestic monetary policies, so 
that economic distortions and imbalances are perpetuated and the allocation of 
credit by free-market forces is prevented. Foreign influences do have some effect 
on our monetary policies; but, because of our international creditor position, this 
influence is not strong enough at present to exert much economic discipline on 
our monetary authorities. We need the discipline that domestic convertibility 
would impose upon them. 

The reviewer quite agrees that the experiences with irredeemable managed cur- 
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rencies have not been satisfactory, that the lessons taught by the European ex- 
periences should be taken seriously, and that long-run benefits would result from 
a return to the gold standard in Europe as well as in this country. The author’s 
proposal to take four fundamental steps to achieve the return to the gold standard 
are well considered. This would involve (p. 184) (1) final stabilization of the gold 
price fixed foreign-exchange rates; (2) independence of the central bank and its 
responsibility to maintain gold parities; (3) strict prohibition of further public 
debt monetization by the central bank; and (4) scrapping impediments to the 
normal flow of goods and capital over national borders. These are not easy steps 
to take, but some progress is being made in this direction, even with the politically 
difficult fourth step. 

James WASHINGTON BELL 
Northwestern University 


Bank Credits and Acceptances. By Warp and Henry Harrie 4th ed. 
New York: Ronald Press, 1958. Pp. vii+277. $7.00. 


This is the fourth edition of a book that has become a classic manual on its 
subject. Since the first edition appeared in 1922, this work has provided an au- 
thoritative and concise description of procedure and law in the use of letters of 
credit and bankers’ acceptances. 

The new edition includes developments of the past decade such as the revision 
of the Uniform Customs and Practice for Commercial Documentary Credits spon- 
sored by the International Chamber of Commerce. United States banks have 
adhered to the revised rules without reservations. 

As in the previous editions, the reader will find clear definitions of terms, 
descriptions of procedures, forms, and the highlights of pertinent legal decisions. 
The authors are concerned only incidentally and briefly with the broader economic 
and financial aspects of international-trade financing. 

The expansion of international trade and pressures on liquidity that economic 
growth produces are widening the use of letters of credit and acceptances. The 
resurgence of acceptance credit, the authors conclude, demonstrates its excep- 
tional utility but “also emphasizes the danger which lies in regarding this utility 
and adaptability as a substitute for sound banking.” They give a timely warning 
against resort to acceptance credits in cases where “they should have extended 
no credit at all to the customer” because of underlying risks affecting the latter’s 
ability to pay when due in dollars. 

Jutes I. Bocen 
New York University 


Public Finance 


Politique financiére. By ALAIN Barrere. Paris: Librairie Dalloz, 1958. Pp. 595 
(paper). ; 


This book offers a detailed exposition of the political and economic problems 
of fiscal policy. The author’s basic thesis is that the expansion of government 
finances to present-day levels has rendered obsolete the older arguments for 
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minimum governmental intervention. The mere size of government budgets, he 
points out, is sufficient to change not merely the dimensions of the problem but 
its nature. This, he states, is the reason for the study. 

Professor Barrére is well qualified for this task, as his earlier publications in 
the field of public finance and in Keynesian economic theories testify. He takes 
up, one by one, the different forms of taxation, the different kinds of expenditure, 
and the use of credit. These are discussed in relation to their effect on business 
fluctuations and in the light of the political and administrative problems involved. 
He draws heavily on French experience over the last forty years, both to illustrate 
the principles under discussion and to indicate the wide variety of forces at 
work and the necessity for the understanding of, and adjustment to, conditions 
of the moment. He does not, however, limit himself to French experience. He 
is well acquainted with the literature and experience of other countries, and these, 
too, are cited. 

Noting that the laissez faire economy ended with World War I, the author 
stresses the fact that the public economy, no less than the private, satisfies impor- 
tant needs. He is not arguing for extension of the public economy, however; the 
function of the state is to promote the private economy, not to take it over. Nor 
is he worried about “creeping” socialism. He believes that a line can be drawn 
between the public and private activities which best promote the general welfare. 
He does suggest, however, that the French government has been overcautious in 
its policies and holds this in part responsible for the fact that France, with com- 
paratively rich resources, is a poor country as measured by the national income. 
In short, he is arguing that it is the responsibility of modern governments to 
adopt a fiscal policy that will promote social and economic well-being and en- 
courage a favorable climate for the expansion of a private economy. 

The book is well organized, and the exposition is clear and logical. For the 
American reader the author’s discussion of French experience, as it has assisted 
or retarded economic growth, is perhaps the most interesting feature of the book. 


MasBeL NEWCOMER 
Vassar College 


The Economic Theory of Fiscal Policy. By BENT HANSEN. Cambridge: Harvard 
University Press, 1958. Pp. xv +450. $8.00. 


Only a review article could do reasonable justice to this impressive volume. 
To some extent, however, the author’s own Introduction meets the need; it gives 
a good seven-page summary with a brief evaluation by Hansen himself. Yet this 
evaluation, like many of the judgments expressed in the text, seems to me to rest 
more on Swedish institutional conditions than the author makes clear. 

The book is the outgrowth of a request from the Swedish government for 
guidance on “the possibility of using fiscal policy to secure a stable value of 
money at full employment.” The author, director of the Kunjunkturinstitutet 
of Stockholm, found that the existing theory needed development. This volume 
represents the attempt to advance the theory of fiscal policy. The success is 
substantial. Yet in another decade an equally skilled and careful analyst will 
probably find gaps. 

As of 1959, however, considering the range of abstraction within which Hansen 
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deals, I found no gaps except those undoubtedly attributable to differences in 
institutional settings. The analysis is thorough, and for one with my limited back- 
ground in mathematics it is not infrequently very difficult. Each topic and sub- 
topic is examined with care for every aspect that the author can see. The result, 
among other things, is to make one aware of many inadequacies of other treat- 
ments. Yet there is little or no help in measuring the size of the gaps that Hansen 
has filled or the seriousness of the inadequacies of less refined theories. 

The first of three major parts deals with the fiscal measures at the disposal 
of the government. There is a difficult discussion of means and ends which 
reaches the conclusion that, in general, “the number of means required to secure 
any given set of ends is the same as the number of ends.” (The analysis here of 
automatic stabilizers, while doubtless correct formally, seems to me more mis- 
leading than helpful.) One strength is the integration of monetary and fiscal 
theory. A discussion of incidence theory warrants the attention of any student 
of public finance. 

The second major part deals with “Micro-economics of Fiscal Policy”— house- 
holds, firms, and organizations (e.g., labor unions). Consistent with his method 
in the rest of the volume, Hansen makes no attempt to introduce empirical ma- 
terial, but he emphasizes the need for “extensive empirical work” before we can 
assume that we have answers to key problems. He shows clearly that the variety 
of results which are theoretically possible is significantly greater than ordinarily 
assumed. 

The final part concerns “Macro-economics of Fiscal Policy.” The opening 
chapter deals with defining the two goals—stable value of money and full employ- 
ment. A chapter on neutral fiscal policy shows in many ways how it is “not just 
the levels of revenue and expenditure which are of fundamental importance, but 
also the manner in which they are changed.” Hansen then discusses at length 
the difference between direct and indirect taxes (plus subsidies) and concludes 
that the difference has great significance for policy (in Sweden; I doubt that we 
in the United States could expect to use it to any appreciable extent). He sees 
merit in shifting some of the tax load from direct to indirect taxes; rising pro- 
ductivity should permit such a shift gradually without increasing the price level 
(which includes indirect but not direct taxes) if money wage rates do not rise 
by enough more than productivity to wipe out the margin. 

Wage policy, then, appears as a crucial element. Hansen in a long chapter 
analyzes the problem now so familiar; his general proposals for dealing with it 
—involving extensive centralization of wage determination, ability to forecast, 
and a quality of government, i.e., politicians and the civil service, which man is 
not likely to see soon in this country—might be workable in Sweden but not in 
the United States. A chapter on problems arising out of foreign trade deals well, 
it seems to me, with a topic often neglected in American writings on fiscal policy. 

The concluding chapter points out some of the implications of uncertainty for 
policies discussed earlier. Every statement about policy made through the text 
should be modified by the author’s own perceptive generalizations about practical 
aspects of implementation. He would agree that the theory of fiscal policy, includ- 
ing the monetary policy with which he has helped to integrate it, has developed 
far beyond our capacity for implementation. 

This volume is not intended as a handbook for government officials. It is 
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designed for the advanced student, “to show how problems . . . of fiscal policy 
... ought to be dealt with in economic analysis.” It achieves a substantial meas- 
ure of success. 


C. Harriss 
Columbia University 


Federal Lending and Loan Insurance. By R. J. SAULNIER, Harotp G. Hatcrow, 
and Nex H. Jacosy. Princeton: Princeton University Press, 1958. Pp. xxx-++- 
566. $12.00. 


The study describes and analyzes the many programs of direct and indirect 
federal credit extension and insurance or guaranty of loans in the period 1917- 
53 and appraises their effects of private finance and on the economy generally. 

The reader’s first impression of the scope of the study is gained in chapter i 
by inspection of the lists of federal and federally sponsored agencies, with the 
various activities of each classified as to the economic sector served—agriculture, 
business, financial institutions, housing, and minor governmental units. The 
reviewer counted 146 types of programs! This classification is unique and valuable. 
The magnitude of the total government effort is formidable. So was the task con- 
fronting the authors, and they attacked it with thoroughness. 

The net accumulated flow of credit extended or underwritten totaled $43 billions 
at the end of 1953. Is it appropriate for the federal government to engage in such 
a vast program of direct lending and credit-insuring or guaranteeing activities? 
The authors do not take a position on the public policy issues involved. But they 
do set forth the measurable costs and economic effects of the programs in such 
a way as to provide a basis on which the reader may build his own judgment. 

The major purposes of the programs as a whole are summarized in chapter i: 
(1) to counteract depression; (2) to provide credit services held to be unavail- 
able through the private financial system; (3) to deal with emergency conditions 
(war and calamities); (4) to give special and preferential treatment to some 
group or industry. Chapters ii-iv provide the background by describing, in con- 
siderable detail, the growth and present (1953) position of the programs, the 
services and credit terms offered. and the actual lending experience. Chapter v 
summarizes the findings with respect to the programs as a whole around three 
major items: (1) the relations of the programs to aggregate economic activity; 
(2) their effect on the allocation of economic resources; (3) their effects on 
credit markets and lending practices. Chapters vi—viii are devoted to a detailed 
examination of the programs directed at agriculture, business, and housing. 

Massive appendixes present master summary tables of the major activities 
(to 1953), a detailed (and unique) analysis of the business loans of the Recon- 
struction Finance Corporation, and the bu: >2ss-loan guaranty and insurance 
program of the Veterans’ Administration (19'°~55). 

The study arrives at a number of importai conclusions concerning the pro- 
grams studied, only some of which can be summarized here. 

1. Aggregative economic effects: (a) A positive contribution to re-employment 
was made in the early 1930’s. (b) Taking the lending and credit insurance opera- 
tions in relation to other federal financial activities, diversity of movement and 
a lack of countercyclical co-ordination are apparent. (c) Once set in motion, the 
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programs tended to expand, irrespective of general economic conditions (Parkin- 
son’s Law?). 

2. Resource-allocation effects: (a) By lowering the cost and increasing the 
supply of credit to agriculture, a somewhat greater allocation of economic re- 
sources to farming was effected than would otherwise have occurred, along with 
greater uniformity in the cost of mortgage and production credit. (6) Programs 
for business probably did not have important direct effects on aggregate business 
employment and production but did stimulate investment in particular types of 
firms and industries. (c) Credit and programs in housing tended to raise the cost 
of construction and the prices of existing homes rather than to generate increased 
physical activity. 

3. Effects on credit markets and lending practices (with respect to agriculture, 
business, and housing) during a long period of falling interest rates: (a) The 
programs displayed a pervasive tendency to reduce the cost of credit; increase 
the ratio of debt to equity; lengthen the maturities of loans; and provide the prin- 
ciple of periodic authorization of loans. (b) As a result, the programs on the 
whole caused private lending agencies to liberalize their credit terms and to re- 
adjust their credit practices. 

The value of this book is great, if only for the array of facts presented. (One 
would wish them brought down to date in a subsequent study.) The analysis is 
penetrating. The conclusions are significant as a basis for policy judgments. 


E. DouGALL 
Stanford University 


Assignment of Income. By Don J. Summa. New York: Ronald Press, 1958. Pp. 
vii+ 131. $10.00. 


This work, a part of the Ronald Press “Tax Practitioners’ Library,” has a 
fascinating objective, i.e., to provide the knowledgeable taxpayer with the up-to- 
date ground rules and limits of fractioning gross income for tax purposes. This 
matter has been important from the time of the ratification of the Sixteenth 
Amendment, which set the foundation for a personal income tax at the federal 
level. The intricacies of assigning a portion of one’s gross income to others in 
order to realize a lower tax burden have been probed by many, especially in the 
face of tax-rate increases. This book analyzes the reasons for the success or failure 
of various plans which have been adjudicated in the past. 

The work deals with the federal tax structure, principally Sections 61 and 
482 of the 1954 Internal Revenue Code, and does not concern itself with various 
state income tax laws. The first of four chapters comprises a study of the tech- 
niques of assigning income. Obviously, some past attempts at income splitting 
have failed, and Professor Summa here appraises the reasons for such failures. 
Reference is made to the types of income fractioning allowed under the law and 
to early cases in this field which provide guideposts for the acceptable assignment 
of incomes. There is a brief but comprehensive study of each major technique 
of income splitting. Summa also warns of the resultant gift and estate tax pitfalls 
which may occur when income is split by property distribution. 

The second portion of the book examines the degree yp penne or failure of 
income assignment under eleven classifications by type & income. In a most 
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readable fashion, the attempted assignment is paired with the pertinent rule of 
law and case reference. Each is headed by a letter key which indicates whether 
the case was won by the government or by the taxpayer. The famous “tree and 
fruit” allusion occurs time and again in these cases. 

Chapter iii lists approximately 150 case references which enable the taxpayer 
to compare his own position with that of other taxpayers in similar situations. 
These are divided into four categories: intrafamily and individuals; corporations; 
estates and trusts; and corporation and stockholder. 

The final portion of the book, entitled “Steps To Be Taken,” emphasizes the 
use of documentation and proof of intent. Summa carefully points out the steps 
to be followed and the conformity requirements necessary to the successful split- 
ting of income. One can only conclude that the most careful tax planning is neces- 
sary in these circumstances. 

It should be noted that this work was planned primarily as a reference book. 
It is brief, concise, and written in a comfortable style. In fact, its very terseness 
may at times be a disadvantage. New subjects are introduced with such rapidity 
that the uninformed layman may find it difficult to follow. 

The book will be extremely useful to tax accountants and lawyers and for 
reference in instruction in these fields. It will also have a limited value for instruc- 
tion in public finance courses. In the restricted field for which it was designed it 
completely fills its purpose. 

G. HEeuson 
University of Miami 


Income Tax Differentials: Tax Institute Symposium. Princeton: Tax Institute, 
Inc., 1958. Pp. vi+258. $6.00. 


Many an illusion regarding the equity, simplicity, and efficiency of administra- 
tion of the United States income tax system will be destroyed by reading this 
volume. Most of the papers offered by the seventeen participants at the symposium 
are critical of different aspects of federal income tax legislation and its adminis- 
tration. They are unanimous in calling for modifications to eliminate or invalidate 
those tax provisions providing tax advantages for diverse income recipients and 
purposes. General suggestions seeking to accomplish this objective are incorpo- 
rated in the papers. 

It is impossible in a short review to do justice to even the major ideas and 
suggestions advanced in the individual contributions. A few of these presented 
conflicting proposals, an inevitable result of the complexity of the subject matter. 
However, there is general agreement in favor of the Sadlak- Herlong plan calling 
for annual reductions in personal as well as corporate income tax rates over a five- 
year period. 

The income tax differentials which some considered objectionable are due, for 
example, to the fact that “the Congress has not thought through the question 
of what is a capital gain” (S. S. Surrey). As a result, capital gains enjoying lower 
tax rates than incomes have become a shelter for many kinds of transactions, and 
the tax policy concerning capital gains has been entangled in lobbying pressures. 
Other differentials have been accounted for by the lack of a solution to the 
federal-state tax relationships; by the tax treatment given to natural-resource 
industries; by preferences accorded to those owning life insurance policies (since 


\ 
e 
t 
d 
‘ 
e 
e 
e 
is 
ay 
L 
| 
). 
a 
)- 
IS 
h 
n 
e 
IS a 
| 
| 
d 
it 
ie 
Is 
yf 
py 
; 
¥ 


592 The Journal of Finance 


they are not taxed on interest accumulations allocated to their policies); and by 
the exemption of social security pensions from income taxation. This list of tax 
inequalities is clearly not exhaustive. 

The need for the reversal of the trend tcward a steadily increasing tax liability 
becomes obvious, once it is realized that in 1956, for example, the volume of 
differential exclusions and deductions amounted to about $43 billion, or one-third 
of the total taxable base of $136 billion. It is clear that if the former amount 
could be recovered through tax simplification (in a broad sense), income tax 
rates could be lowered and some discrimination done away with. 

The principal differentials in corporate income taxes are found in the tax treat- 
ment of different categories and types of expense and income items; in incomes 
of corporations engaged in foreign trade at lower tax rates; in tax advantages 
accruing to a corporation absorbing, through merger, a loss company (since the 
former can for a period of time operate on a tax-free basis) ; and in the differences 
between the treatment of corporate payments of interest and dividends. One paper 
finds an anomaly in the fact that while the federal antitrust legislation seeks to 
restrain monopoly, it is promoted by existing tax statutes. 

Several participants do not consider progressive taxes a revenue producer or a 
boon to the “little man,” while at least one (R. Eisner) contends that high pro- 
gressivity does not seriously curb the supply of venture capital. This may be 
argued inasmuch as (1) business firms are not prevented from seizing upon 
profitable opportunities by a shortage of funds and (2) high personal income taxes 
induce individuals, as well as corporations, to invest in assets yielding capital 
gains. 

This enlightening volume suggests and provides an excellent beginning for a 
comprehensive study and scrutiny of our reform-demanding income tax legislation 
and its administration. 


KareL 
Boston University 


Accelerated Amortization. By Davin A. THomas. Ann Arbor, Mich.: University 
of Michigan Bureau of Business Research, 1958. Pp. vii+104. $5.00. 


This monograph deals with accelerated amortization (the five-year amortization 
period) as an incentive for the expansion of emergency facilities in the defense 
economy. There are short sections on World War I and World War II experiences 
and a chapter on the risk involved in owning defense facilities. The main body of 
the book and its principal contributions are developed in three chapters. 

In one the author supports the policy of granting accelerated amortization on 
percentages of cost that are uniform for each industry and expresses his opposi- 
tion to discrimination among firms in the same industry. In another the “tax 
concession” effect of accelerated amortization—the savings that accrue to the firm 
when accelerated amortization is permitted as a deduction for tax purposes—is 
analyzed. Finally, he explores the “cost concession” effect—the use of accelerated 
amortization as a cost element in determining prices. The position is taken that 
the tax concession is necessary to bring capacity into being, while an announced 
cost concession may be necessary to obtain “operational activity,” i.e., to bid 
capacity away from civilian uses. 
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He argues—correctly, I think—that the failure to distinguish between the tax 
concession and the cost concession effects has led to much congressional confusion 
and misunderstanding concerning accelerated amortization. By differentiating the 
two carefully, the author succeeds in clarifying many of the roots of the con- 
troversy and successfully avoids falling into many of the same traps himself. Yet 
the sharp distinction he draws submerges some of the very difficulties that should 
be carefully analyzed. 

The substitutability of the two concessions is a case in point. The tax conces- 
sion (given adequate profits) represents a met gain only if there are no offsetting 
losses suffered in obtaining it, i.e., prices and costs are unaffected when volume 
increases. If the tax concession is large enough to stimulate expansion, given 
civilian demand alone, for example, prices in civilian markets are likely to sag. 
The government should then be able to bid some capacity away from civilian 
uses at a lower cost than would have been possible without the tax concession. 
By treating the two concessions as essentially additive, the author fails to con- 
sider issues of this sort, issues which are, if anything, more important where 
plants specific to defense production are needed (an inadequate cost concession 
may destroy the tax concession) and where stand-by capacity is required. A com- 
parison of the two concessions is made more difficult because the tax concession 
is treated in terms of its effect on after-tax profit rates and the present value 
of tax benefits, while the cost concession is analyzed almost exclusively in terms 
of its effect on pay-out periods. 

The conclusions are reached that “the continued application of the accelerated 
amortization device seems desirable” and “no acceptable substitute for the mech- 
anism has been suggested by the critics.” Yet few critics are identified, and the 
only alternatives explored at all by the author involve government ownership. 
Other means of stimulating private investment, such as differential profit rates, 
revised pricing techniques, and demand guaranties are either not mentioned or 
summarily rejected. 

But even the case against government ownership is defective, as presented, and 
poorly documented. The author shows that after World War II the government 
was able to recover, on the average, only 43 per cent of the original cost of prop- 
erty used during the war. Yet accelerated amortization offered to private firms 
during that period was presumably based on the assumption that the remaining 
value would be zero. No indication of the amount of war use obtained from 
government plants is given, and no comparison of output prices in government- 
owned and privately owned plants is attempted. 

The fact that alternatives other than government ownership are not examined 
in any detail may be attributed to the author’s relatively thin research base. 
The Schlaifer-Butters-Hunt proposal in the 1951 Harvard Business Review, for 
example, is not mentioned, and many other important pieces that relate to the 
incentives offered by accelerated amortization are also omitted, such as Goode’s 
1955 Quarterly Journal of Economics article, Dobrovolsky’s 1951 American Eco- 
nomic Review article, the article in the May, 1951, Survey of Current Business, 
and the many efforts of Domar and Eisner. 

The book does contain passages that reflect considerable analytical ability. One 
must regret, however, the generally superficial approach accorded a very impor- 
tant subject. 

Epcar O. Epwarps 


Rice Institute 
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The Self-supporting City. By GitBert M. Tucker. Rev. ed. New York: Robert 
Schalkenbach Foundation, 1958. Pp. 100. $1.00 (paper). 


The thesis of this interesting book is that real estaic taxes should be shifted 
from improvements to the land. It thus falls among proposals which have the 
approval of some leading tax experts. As indicated by the title, there is no con- 
sideration of the taxation of rural land. The plans outlined by the author are, 
thus, far from “pure Henry George” as the sponsorship of the book might suggest 
them to be. 

Interest in the book stems from its examples, illustrations, and consideration 
of the legislative and administrative steps necessary to the adoption of the pro- 
gram. A detailed proposal for the city of Albany, New York, is worked out. 
There are many references to approaches to this system of taxation in the United 
States and foreign countries. The cases of Scranton and Pittsburgh, Pennsylvania, 
receive special attention. 

The book is replete with examples of unearned increments in land values taken 
from all over the United States and foreign countries. To New Yorkers, at least, 
some of the effects of the construction of the New York State Thruway will be 
startling. 

It is the author’s contention that while society confers great benefits upon Jand- 
holders through public improvements and inventions as well as through popula- 
tion growth, it also ruins him through taxation of improvements. Citing, among 
horrible examples, the classical British tax on windows which led to windowless 
houses, the author points out that we tax not only windows, but roofs, floors, and 
walls as well. Benefits which the author sees in “untaxing” improvements are an 
incentive to slum clearance, avoidance of premature land developments, and re- 
duced land speculation. 

The book is brief enough to be used as a collateral reading in courses on the 
principles of economics and public finance. It would also be stimulating to citizen 
study groups. 

E. DUNKMAN 
University of Rochester 


Real Estate Finance 


Real Estate Principles and Practices. By PRESTON Martin. New York: Macmillan 
Co., 1959. Pp. xi+434. $6.75. 


The differences between this book and the typical principles and practices real 
estate text are sufficiently great to warrant a review which differs from that 
usually presented. For this reason no attempt is made to highlight the over- 
simplifications, omissions, and errors which appear in the treatment of some of 
the topics; nor are the contents reviewed chapter by chapter. A few examples 
will characterize the first weaknesses: real estate as an economic good has more 
than two characteristics; economic base analysis consists of more than classifying 
workers as urban service or urban growth; footnotes should identify or explain 
specific facts; there is a difference between depreciation and provisions for capital 
recovery; and the FSLIC has not been under the HHFA since 1955, nor was it 
formed with HOLC contributions. 

More important than a consideration of errors or contents is an evaluation of 
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how well the author has succeeded in his stated purpose of presenting a book 
written for both classroom students and the practitioner in which principles and 
practices are presented by a focus on real estate finance and development and 
federal housing policies. 

The author’s concentration on a limited number of topics narrows his interested 
reading audience chiefly to those practitioners who seek an insight into the com- 
plexities of land development. This specialization of attention has, however, 
forced the author to omit many topics ordinarily covered in a principles text, so 
that students reading this book will need to be exposed to more materials than 
those presented here on principles—particularly as they relate to real estate mar- 
kets and their operations—and more topics, such as low-cost housing, urban re- 
centralization and decentralization, types of lending instruments other than mort- 
gages and trust deeds, and roles played by non-institutional lenders, particularly 
in development work. 

For these reasons the experienced real estate practitioner who really wishes to 
learn something from the basic message of the author should not be misled by 
the simplifications, omissions, and errors which have crept in as the author seeks 
to make his materials more easily readable. The reader should be careful to note 
the many unique and new materials on land development, such as that on the 
manufacture of urban land through subdividing and the discussions of integrated 
development. The neophyte, however, will find this book deceptively simple in 
several places and should heed the admonition to supplement his reading with 
references to detailed sources of explanations of some of the principles and 
practices. 

The writing is informal and flows easily, and the constant references to every- 
day experiences provide meaningful background for much of the more complex 
material presented. However, considering the relative brevity of the book, some 
of the examples take valuable space which should have been used to develop the 
principles more fully. There is always the danger that an author who strives for 
“readability” and “practicability” will sacrifice important details and accuracy, 
and the author of this book has not completely escaped this trap. 

The author’s decision to focus attention on a limited number of topics is not 
only refreshing but a recognition of the impossibility of discussing all aspects of 
real estate principles and practices in one text. However, the discussions would 
have been strengthened immeasurably if they had been supported by a more 
complete foundation of urban land economic theory. 

In effect, his book emphasizes the view of the supplier of real estate services 
without providing equivalent and balanced treatment of the demand for real estate 
services and the role of catalytic forces such as rents, prices, wage rates, etc. 
Perhaps this can be remedied in future editions. 

The attempt of the author to approach the study of urban real estate in a dif- 
ferent way should be commended because the present state of knowledge in the 
field warrants new and imaginative treatment. However, any author who attempts 
this should not overreach himself and thus tend to create doubt about his presen- 
tation. Instead he should be sure his approach is grounded thoroughly, accurately, 
and completely on tested principles and data. To some extent this author has over- 
reached and so offset many of the advantages which he gained by his pioneering 
approach. 


Frep E. Case 


University of California, Los Angeles 
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Rental Housing: Opportunities for Private Investment. By Louts Winnick. New 
York: McGraw-Hill Book Co., 1958. Pp. xxiii+295. $8.50. 


While some of the materials covered in this study are familiar to careful stu- 
dents of this field, the appendixes on “Income and Expenses of Apartment Houses 
in Chicago, 1936-1956,” and “Operating Experience of FHA 608 Rental Projects, 
1951 to 1956,” contain new and valuable information. Of special interest is the 
finding that the 608 projects failed to earn returns at projected levels even though 
occupancy ratios were more favorable than assumed necessary. Also of interest 
are the findings that (1) high-rent projects fared better than those in medium 
rental ranges; (2) changes in federal tax policy affected earnings relatively little; 
(3) variation in local tax burdens were pronounced; (4) taxes and costs rose 
faster than earnings; and (5) size of project seemed to have no direct relation to 
rate of return. 

In the main body of the report the author notes the continuing decline in the 
construction of rental housing for nearly a generation and explains these devel- 
opments in terms of the decline in the marriage rate after the early postwar high, 
the increasingly attractive mortgage credit terms for single-family homes, the 
preference of consumers for such homes, the suburban trend and the availability 
of relatively cheap land in the suburbs, the rise in the vacancy rate for rental 
properties between 1950 and 1956, the impact of taxes and rent controls, sig- 
nificant increases in construction and operating costs, and the attractiveness of 
alternative investment opportunities. 

The author sees hope for rental housing in the changing population pattern 
with an increasingly large percentage of the population in the twenty to twenty- 
nine age group, indicating significant advances in the marriage rate between 1956 
and 1975. He notes also that the number of primary individuals, notably older 
persons, will increase significantly in this period and believes that a “back to the 
city movement” is beginning, although he is unable to substantiate this to any 
significant extent. 

The author recommends that FHA rental housing policies be revamped to make 
them more attractive to the equity investor, and he emphasizes the need for some 
type of effort to popularize rental housing in the mind of the typical consumer. He 
also recommends special tax treatment for rental housing investors and suggests 
that the FHA should move into the higher-rent field. He believes that an expansion 
in the volume of rental housing is socially desirable and that the future growth 
and development of American cities is dependent to a significant extent on the 
expansion of new rental housing facilities. 

One may raise doubts about the validity of the “back to the city movement.” 
New rental housing may be located to an increasing extent in suburban areas 
rather than in downtown or in “near-in” areas. One may question the validity of 
the author’s tacit assumption that there was something desirable in the large 
volume of apartment house construction in the middle 1920’s in view of the sub- 
sequent experience of the 1930’s. Nevertheless, it is difficult in view of the popu- 
lation and income projections to deny that rental housing should have a favorable 
future in the next decade or two. 


ArTHUR M. WEIMER 


Indiana University 


B 
ir 
Ss 
I 
‘ 
¢ 


BOOKS RECEIVED 


BACKMAN, JULES. Wage Determination: An Analysis of Wage Criteria. Princeton, 
N.J.: Van Nostrand, 1959. Pp. xv+316. $6.75. 


An excellent analysis of the six wage criteria which have assumed increasing 
importance in collective bargaining is set forth in this volume. 


BauMOL, WILLIAM J. With a contribution by RALPH Turvey. Economic Dy- 
namics: An Introduction. 2d ed. New York: Macmillan, 1959. Pp. xv+ 
396. $6.75. 


Chapters on computation in higher-order systems, non-linear equations, and 
simultaneous equation models have been added in this new edition. 


Branpis, Economics: Principles and Policy. Homewood, IIl.: Irwin, 
1959. Pp. xvii+340. $6.00. 


This is a short course, rather than an encyclopedic treatise, for the beginning 
student. 


Brazer, Harvey E. City Expenditures in the United States. New York: National 
Bureau of Economic Research, 1959. Pp. xi+82. $1.50 (paper). 


The per capita expenditures in 1951 of 462 of our larger cities (containing 
40 per cent of the national population) and the per capita expenditures in 1953 
of the 40 largest cities are studied in this report. 


Brems, Hans. Output, Employment, Capital, and Growth. New York: Harper, 
1959. Pp. xiii+349. $6.00. 


Neoclassical as well as modern approaches are covered by the author, who 
submits several restatements of neoclassical models and attempts a dynamization 
of the Keynesian model . 


Cartrncross. ALEC. The International Bank for Reconstruction and Development. 
Princeton: Princeton University Press, 1959. Pp. 36 (paper). 


An appraisal of the performance of the bank in carrying out its basic functions 
is presented in this brief paper. 


CHAMBERLAIN, JoHN. The Roots of Capitalism. Princeton, N.J.: Van Nostrand, 
1959. Pp. xiv+222. $5.50. 

The author discusses the ideas responsible for our economic institutions, the 

originators of these ideas, and the times in which they first became important. 


CHAMBERLIN, EpwarD H., et al. Labor Unions and Public Policy. Washington, 
D.C.: American Enterprise Association, 1958. Pp. 177. $4.50. 
The four papers presented in this volume contribute toward an understanding 


of the nature, extent, and probable implications of the power position of organ- 
ized labor today. 
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CHAPMAN, J. M., and Jones, F. W. Finance Companies: How and Where They 
Obtain Their Funds. New York: Columbia University Graduate School of 
Business, 1959. Pp. 84. $2.00 (paper). 


Valuable statistical data gathered directly by the authors are presented in this 
study of trends in the sources of funds since World War II. 


CoHEN, BERNARD L. Introduction to the New Economics. New York: Philo- 
sophica! Library, 1959. Pp. 176. $3.75. 


Adopting the “cellular theory” from the biological sciences, the author endeay- 
ors to construct a new and unified concept of the economy. 


Coons, ALvin E. The income of Nations and Persons: An Introduction to Eco- 
nomics. Chicago: Rand McNally, 1959. Pp. xvi+672. $6.75. 


There is no separate treatment of public economy or of comparative economic 
systems in this new elementary text, which organizes the essentials of economics 
consistently around the concept of income. 


Craic, Davin S., and Howe Lt, Rate A. Basic Business Law: Text and Cases. 
New York: Ronald, 1959. Pp. viii+912. $7.50. 


The cases in this book are inserted in the text to illustrate the principle dis- 
cussed, instead of being placed in an appendix or at the ends of chapters. 


DresoLD, JoHN. Automation: Its Impact on Business and Labor. Washington, 
D.C..: National Planning Association, 1959. Pp. ix+64. $1.00 (paper). 


The author is disturbed by the lack of knowledge about the effects of auto- 
mation and urges an industry-by-industry study. 


EverETT, Ropinson O. (ed.). Small Business. Durham, N.C.: Law and Con- 
temporary Problems, Winter, 1959. Pp. 240. $2.50 (paper). 


Among the thirteen papers on small business, to which this issue of Law and 
Contemporary Problems is devoted, six are primarily concerned with the prob- 
lems of financing and taxation and therefore will be of special interest to students 
of finance. 


FRIEDMANN, W. G., and Pucu, R. C. (eds.). Legal Aspects of Foreign Investment. 
Boston: Little, Brown, 1959. Pp. xiii+812. $20.00. 


This authoritative guide to the investment climate and to the selection of the 
most favorable form of business organization in a given country devotes a full 
chapter to each of forty countries. 


Gass, JouN S., and WeRTIMER, SIDNEY, Jr. Economics and Man. Homewood, 
Ill.: Irwin, 1959. Pp. xiii+353. $6.00. 
This brief volume is intended for students who wish to know about economics 
rather than for those majoring in the subject. 


GeIceR, THEoporE. TWA’s Services to Ethiopia. Washington, D.C.: National 
Planning Association, 1959. Pp. viii+80. $1.00 (paper). 
How Trans World Airlines helped the government of Ethiopia to establish and 


develop Ethiopian Air Lines is described in this eighth case study in the NPA 
series on “United States Business Performance Abroad.” 
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GeorGE, F. H. Automation, Cybernetics, and Society. New York: Philosophical 
Library, 1959. Pp. 283. $12.00. 


The subject of automation and self-controlling machinery is treated as part 
of the process of scientific planning and is approached from the viewpoint of 
the social scientist in this new book. 


GILDERSLEEVE, GFNIEVE. Women in Banking: A History of the National Associ- 
ation of Bank Women. Washington, D.C.: Public Affairs Press, 1959. Pp. 
x+115. $3:25. 


The story of a professional organization dedicated to upholding the standards 
of women in banking and increasing their opportunities for advancement is traced 
from the association’s beginning in 1921. 


GILties, JAMES, and MITTELBACH, FRANK. Mergers of Savings and Loan As- 
sociations in California. Los Angeles: University of California, 1959. Pp. 
ii+39 (paper). 


Forces motivating savings and loan mergers, which have varied markedly over 
time, and the implications of the merger movement are treated in this paper. 


Grayson, Henry, and LoHMAN, Puiuipp. Principles of Economics. New York: 
American Book Co., 1958. Pp. xviii+720. $7.00. 


In this introductory text, institutional description and empirical data provide 
the setting for a treatment in which primary emphasis is placed on economic 
theory. 


Harriss, C. L. The American Economy. 3d ed. Homewood, Ill.: Irwin, 1959. 
Pp. xv+883. $7.00. 


In the new edition of this excellent textbook, rewriting has been extensive, 
two chapters have been added, the factual material has been brought up to date, 
and color has been utilized in the charts and diagrams. 


Hetser, Herman C. Budgeting: Principles and Practice. New York: Ronald, 
1959. Pp. x+415. $10.00. 


Management uses, rather than routine mechanical aspects, are emphasized in 
this exposition of the principles of budgeting for planning, co-ordination, and 
control purposes. 


Hoover, Catvin B. The Economy, Liberty, and the State. New York: Twentieth 
Century Fund, 1959. Pp. 445. $5.00. 


The author concludes that whether “the role of the state remains below the 
critical level where the tyrant and his bureaucracy take over depends largely 
upon whether those who supply the guidance are endowed with the sometimes 
contradictory traits of toughmindedness, goodwill and responsibleness.” 


Jacopson, Howarp Boone, and Rovucex, Joseru S. (eds.). Automation and 
Society. New York: Philosophical Library, 1959. Pp. 553. $10.00. 


Thirty-two contributions by various experts on the present and potential impact 
of automation on many aspects of our society are included in this non-technical 
handbook. 
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Jounson, Arnotp W. Auditing: Principles and Case Problems. New York: 
Rinehart, 1959. Pp. xi+684. $7.50. 


This new textbook represents an up-to-date consolidation and expansion of 
the author’s Principles of Auditing and his Case Problems in Auditing. 


KuHLMAN, J. M., and Skinner, G. S. The Economic System. Homewood, II: 
Irwin, 1959. Pp. xiii+509. $6.50. 


This short text is designed for the one-semester course in principles of eco- 
nomics but may be adapted to the two-semester course by using the parallel 


readings and bibliography given at the end of each chapter to provide additional 
material. 


Lampe, C. G. Applied Mathematics for Engineers and Scientists. New York: 
Macmillan, 1959. Pp. xii+518. $8.50. 


Those parts of dynamics, statics, hydromechanics, and wave motion that are of 
fundamental importance to engineers and scientists are exhaustively treated in 
this new textbook. 


LeBHarR, Goprrey M. Chain Stores in America, 1859-1959. New York: Chain 
Store Publishing Corporation, 1959. Pp. xii+401. $6.95. 


A century of chain-store growth is documented by a leading authority on the 
subject. 


LICHTENBERG, RoBert M. The Role of Middleman Transactions in World Trade. 
New York: National Bureau of Economic Research, 1959. Pp. xvi+86. 
$1.50 (paper). 


This investigation indicates that the bulk of world trade is direct; world mid- 
dleman trade appears to account for only about 13 per cent of the total. 


MacDowe tt, H. W. (ed.). Proceedings of the Fourteenth. Annual Conference 
for Senior Executives in Mortgage Banking. New York: New York Univer- 
sity, 1959. Pp. 127. $2.00 (paper). 

Particular attention is given in this report to federally controlled interest rates 
and their effect on private lending activities. 


McNarr, Matcotm P. Operating Results of Department and Specialty Stores 
in 1958. Boston: Harvard Business School, 1959. Pp. viii+ 86. $6.00. (paper). 


This survey of margins, expenses, and profits during 1958 is based on the 
reports of 331 department-store companies and 121 departmentized specialty- 
store concerns, representing a total of 804 individual stores with aggregate sales 
of approximately $5 billion. 


McNicuots, Tuomas J. Policy Making and Executive Action: Cases on Business 
Policy. New York: McGraw-Hill, 1959. Pp. xiv+693. $8.00. 
This text provides a basic format and a collection of cases for the teaching 


of business policy. The cases were originally gathered as teaching materials for 
the Institute of Management of Northwestern University. 


Min7z, Itse. Trade Balances during Business Cycles: U.S. and Britain since 
1880. New York: National Bureau of Economic Research, 1959. Pp. x+-99. 
$1.50 (paper). 
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Similarities and differences in the behavior of United States and British trade 
balances during business cycles are statistically analyzed in this report. 


NELSON, James C. Railroad Transportation and Public Policy. Washington, D.C.: 
Brookings Institution, 1959. Pp. xiii+ 512. $7.50. 


The major factors underlying postwar trends in rail traffic and the remedial 
actions required of the railroads and the government are emphasized in this study. 


OXENFELDT, ALFRED R. With the assistance of CHarLeEs HorrmMan. Economic 
Principles and Public Issues. New York: Rinehart, 1959. Pp. xix+618. 
$3.95 (paper). 


Public issues are treated here with explicit reference to the moral, political, 
and social problems they present, and the author takes a clear stand on public 
policy matters where he holds strong convictions. 


Pepor, Dan. The Gentle Art of Mathematics. New York: Macmillan, 1959. 
Pp. 143. $3.50. 


Many practical and amusing problems and applications of mathematics are 
treated in this well-illustrated little book. 


Rosertson, D. H. Money. Rev. ed. Chicago: University of Chicago Press, 1959. 
Pp. xvii+187. $2.25. 


The postwar revision of this well-known treatise in the “Cambridge Economic 
Handbooks” series preserves its chatty and attractive style. 


Rosrnson, E. A. G. The Structure of Competitive Industry. Rev. ed. Chicago: 
University of Chicago Press, 1958. Pp. xii+156. $2.25. 


This classic introduction to the factors influencing industrial efficiency, first 
published in 1931 in the “Cambridge Economic Handbooks” series, is now in 
its third edition. 


Runes, Dacosert D. (ed.). Karl Marx: A World without Jews. New York: 
Philosophical Library, 1959. Pp. xii+51. $2.75. 


Most of Karl Marx’s anti-Semitic references in his writings have been entirely 
eliminated by the various editors of his works. The present booklet is the first 
unexpurgated publication in English of Marx’s reviews of Bauer’s writings on 
the Jewish question. 


STRASSMANN, W. Pau. Risk and Technological Innovation: American Manu- 
facturing Methods during the Nineteenth Century. Ithaca, N.Y.: Cornell 
University Press, 1959. Pp. x+249. $4.00. 


Special attention is given to iron and steel, textiles, machine tools, and electric 
power in this study, which found a “low riskiness of technological innovation” 
in the period examined. 


Umer, MELVILLE J. Economics: Theory and Practice. Boston: Houghton Mifflin, 
1959. Pp. xv+638. $6.95. 


This introductory text devotes relatively more space to the analysis of eco- 
nomic growth and comparative economic systems than is customary. 
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UN, DEPARTMENT OF ECONOMIC AND SoctaL Arrairs. Statistical Yearbook, 1959. 
New York: United Nations, 1959; distributed by Columbia University Press. 
Pp. 612. $6.50 (paper); $8.00 (cloth). 


Improved statistical coverage is evident in this tenth edition of the Yearbook 
to which more than 150 countries or territories submitted information. 


WELTON, Harry. The Third World War: Trade and Industry—the New Battle- 
ground. New York: Philosophical Library, 1959. Pp. 330. $6.00. 


This story of Russia’s economic, political, and psychological offensive against 
the West is exceptionally well documented throughout. 


WIL.iaMs, ERNEST W., Jr. Freight Transportation in the Soviet Union: A Com- 
parison with the United States. New York: National Bureau of Economic 
Research, 1959. Pp. ix+38. $0.75 (paper). 


It appears that the Soviet railways achieve a utilization of trackage and equip- 
ment roughly double that obtained by United States railways. 


Woytinsky, W. S. and E. S. Lessons of the Recessions. Washington, D.C.: 
Public Affairs Institute, 1959. Pp. viii+102. $2.00 (paper). 


The authors are not satisfied with our rate of growth and are unhappy that 
recessions even of the mild postwar type occur in a progressive economy. Gov- 
ernment planning and action before any downturn in business is the prescription. 


WILLIAM PHELPS 


University of Southern California 
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COAST FEDERAL SAVINGS 


Financial Statement 
June 30, 1959 


ASSETS 
Cash and Government Securities $117,093,542.87 
G.I. Government Guaranteed and FHA Loans... 51,312,272.49 
Coast Federal Home Loans 192,806,354.29 
Ownership in Federal Home Loan Bank_________ 4,087,000.00 
Other Assets 2,414,843.25 
TOTAL ASSETS. $367,714,012.90 
LIABILITIES AND RESERVES 
Savings Accounts $294,738,100.20 
Advances from Federal Home Loan Bank and 
Other Sources = 35,803,549.15 
Loans in Process and Other Liabilities ..___ 6,806,557.42 
SUB-TOTAL $337 ,348,206.77 
Reserves and Surplus 30,365,806.13 
TOTAL LIABILITIES AND RESERVES. = $367,714,012.90 


Rate increased October 1 to 4}% per annum 


MAIN OFFICE: 9th & Hill, Los Angeles 14, California 


Other California offices: San Pedro, 10th & Pacific; Long Beach, 237 East 
First St.; L.A. Civic Center, 232 West Second St.; Santa Monica, 1230 4th St.; 
West Covina, Eastland Shopping Center; Panorama City, 8616 Van Nuys Blvd. 


COAST 


RAL SAVINGS 


, PRESIDENT 


AAAAAAAAAAAAAA 


| 
| 
| \ 
on 
7 
| 
~ 


7h. 


A New Book... 


RETIREMENT AND INSURANCE PLANS 
IN AMERICAN COLLEGES 


By WILLIAM C. GREENOUGH, President 
and FRANCIS P. KING, Research Officer 
of Teachers Insurance and 

Annuity Association 

and College Retirement Equities Fund 
New York, N. Y. 


American 
Colleges 


C. Greenough & Francis P. King 


Contains a comprehensive survey of benefit plans in more than 1,000 
colleges and universities and includes an individual description of each 
institution’s retirement plan. A complimentary copy has been sent to each 
institution covered by the study. 


Written especially for college and university: 


© trustees © administrators e faculty members 
© faculty committees on staff benefits 
@ professors of economics and insurance 


Discusses the philosophy and guiding principles of benefit planning, 
methods of establishing plans, provisions and financing of plans for: 

© retirement e life insurance 

e hospital-surgical-medical insurance 

@ major medical expense insurance 

e disability income insurance 


Covers important recent advancements in staff benefit planning for teachers 
in higher education, including: 
e federal Social Security 


e development of the combined fixed and variable annuity 
introduction of Major Medical Expense and Disability Benefits protection 


RETIREMENT AND INSURANCE PLANS IN AMERICAN COLLEGES 
may be ordered through your local book store or from the Columbia University 
Press, New York 27, New York. $8.50 less 10% educational discount. 
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from Allyn and Bacon... 
ROBERT W. JOHNSON’S 


Financial Management 


“This is the first text which treats financial management with a reasonable de- 
gree of sophistication and yet retains sufficient clarity and simplicity so that it 
is unquestionably suited for undergraduate use. The broad theme of the book— 
that the financial manager must resolve the conflict between profitability and 
liquidity—is fundamental to financial management but has rarely been as well 
delineated before. Johnson has no competition on the undergraduate level.” 
Seymour Friedland, Rutgers University School of Business Administration. 


“An excellent book—the best yet in financial management.” Jerome B. 
Cohen, Baruch School, City College of New York. 


ND ON J College Division 


150 Tremont Street, Boston 11, Mass. 


A New 2nd Edition 


MONEY AND BANKING 


By Eugene F. Klise, Ph.D., Miami University, Oxford, Ohio 


Here is a new edition of a popular book with increased emphasis on mone- 
tary theory. Other changes include: (1) four chapters on money instead 
of six; (2) a new chapter on credit, credit instruments, and the bank; 
(3) discussion of the role of the Treasury in central banking following 
the treatment of the Federal Reserve System; (4) deferred treatment 
at the end of the book of the mechanics of individual commercial banks, 
financial institutions, and international banking. 


South-Western Publishing Co. 


(Specialists in Business and Economic Education) 


Cincinnati 27 - New Rochelle, N.Y. - Chicago5 - San Francisco3 - Dallas 2 
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Business Loans of 


American Commercial Banks 


Edited by Benjamin Haggott Beckhart, 
Columbia University 


Prepared by 15 Contributing Authorities 


Designed for advanced undergraduate and graduate courses, 
this book offers the first comprehensive view of the importance 
of business loans in commercial banking and their significant role 
in the American economy. 


Fifteen well-known banking specialists explain the organization 
of bank lending activities, the evaluation of credit worthiness, and 
the problems of risk protection. Practical examples from the full 
range of business and industrial activity are used to illustrate 
seasonal loans, working capital loans, financing of intermediaries, 
term loans and interim financing, and the slow loan. Book also 
analyzes competitive factors, interest rates, credit availability, 
portfolio policies, and business loan statistics. 1959. 58 ills., tables ; 
453 pp. $7.50 


Bank Credits and Acceptances 


Wilbert Ward; and Henry Harfield, 
Member, the New York Bar 


Vhis unique volume explains all current financing devices for 
trade transactions under international practice and American law. 
Emphasizing the unchanging fundamentals of sight and accept- 
ance credits, book discusses the role of the commercial banker in 
foreign trade, the use of clear credits and guaranties, acceptance 
financing, the question of damages for the improper performance 
of a letter of credit transaction, and important court decisions. 
New international credit rules are covered in full, with comments 
on their interpretation and application. Book illustrates and ex- 
plains the use of forms for substantially all phases of credit 
transactions. 4th Ed., 1958. 20 ills.; 277 pp. $7.00 


“The standard work in its field . . . indispensable.” 
The Accountants Digest 


. . excellent textual presentation.” 
American Banker 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 


Outstanding Books 
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for the College Curriculum 


Insurance—Principles and Practices 
Frank J. Angell, New York University 


This comprehensive textbook combines a balanced treatment 
of the basic principles of insurance with a clear explanation of 
the practices and operations of insurers and an analysis of the 
various types of policies. Book fully covers the general subjects 
of risk, the insurance method of meeting risks, fundamental legal 
principles, and the contract provisions and company practices 
common to all insurance. “The best book I have seen for the 
introductory course in Insurance.”—William Brewster, Jr., 
Florida State University. “...an excellent text.”—Frank J. 
Schwentker, University of North Carolina. /nstructor’s Manual 
available. 1959. 42 ills., tables; 894 pp. $7.50 


Casualty Insurance 
C. A. Kulp, University of Pennsylvania 
A clear, analytical discussion of every important phase of 
one of the most complicated areas of insurance. This authori- 
tative textbook emphasizes basic principles of casualty insurance 
and enables the student to see how theory is applied to practical 
situations. Book explains contract features of various policies, 
develops and documents backgr-~ 1d facts, and provides impartial 
evaluations. “Dr. Kulp’s work is well organized, well written, 
readable, up to date, and understandable.”—Tire Journal of 
Finance. 3rd Ed., 1956. 28 tables; 635 pp. $8.00 


Economic and Social Security 


John G. Turnbull, University of Minnesota; 
C. Arthur Williams, Jr., University of Minnesota; 
Earl F. Cheit, University of California, Berkeley 


A comprehensive treatment of public and private measures 
against economic insecurity. This popular textbook uses a set 
of analytical devices to evaluate private and social insurances 
involved in old age, death, occupational and non-occupational 
illnesses, unemployment, substandard working conditions, etc. 
“Simple and straightforward . . . an inviting presentation.” — 
The Journal of Finance. “Emphasizes what has long been 
needed, an approach to insurance as an instrument of obtaining 
economic security, especially from a social viewpoint.”—Mark 
R. Greene, University of Oregon. 1957. 75 ills., tables; 539 pp. 

$6.75 


Taiz RONALD Press COMPANY 
15 East 26th Street, New York 10, New York 
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TEXTS from Prentice-Hall . . . 
CREDITS AND COLLECTIONS, 4th Ed. T 


by RICHARD P. ETTINGER, Chairman of the Board, Prentice-Hall, Inc., 
and DAVID E. GOLIEB, Chairman of the Board, J. A. Deknatel & Son, Inc. | 54 


For OVER THIRTY YEARS CREDITS AND COLLECTIONS HAS BEEN KNOWN _— 
as “the Credit Man’s Bible”—now, in this most thorough of all revi- Vol 
sions, the text reflects the dynamic changes in the credit field since the 
previous edition. This 4th Edition retains the same simplicity, clarity Pric 
and brevity which were characteristic of all the earlier editions. Here, 


Ettinger and Golieb lead the student from the simple to the complex, ” 
thus making it easier for him to grasp the essential points, and to see Psy 
how the principles being learned are applied in actual practice. There 
are expanded materials on consumer credit which come before the de- Pri 
tailed discussions of Mercantile Credit. The 
424 pp. Pub. 1956 Text price $6.50 

Bow 
INVESTMENTS, 6th Ed. Bo 
by DAVID F. JORDAN and HERBERT E. DOUGALL, Stanford University No 
LONG KNOWN AS A CLASSIC IN ITS FIELD, THIS FAMOUS TEXT LEADS THE _ 
student oe Mn de through the entire investment process. It stresses Th 
both principles and analysis. In addition to securities, the authors thor- the 
oughly explain other investment media like savings banks and real estate. jo 
The book is balanced, comprehensive, and non-technical. It retains the cor 
directness and clarity that made the earlier editions by David F. Jordan JO 
alone, so popular for over thirty years. “Should be adaptable to any 7 
elementary class in Investments. The organization is good and the _ 
chapters relatively independent, so that they may be used in almost any om 


order to suit a teacher's needs. . . . A very thorough and thoughtful 
revision of a time-tested text.” Francis J. Calkins, Marquette University 


646 pp. Pub. 1952 Text price $6.75 


MONEY AND BANKING, 4th Ed. Vv 


by MAJOR B. FOSTER, RAYMOND ROGERS, JULES |. BOGEN, and ae 


MARCUS NADLER, all of New York University = 

ESPECIALLY WRITTEN FOR THOSE STUDENTS WHO INTEND TO GO INTO Rel 
banking or into any business in which they will have to deal with banks, Ma 
MONEY AND BANKING, 4th edition, gives your students complete Pla 
coverage of all the practical aspects of banking and bank services— 
Bank Operations. Bank Examinations, Audits, Reports. Financing For- . 
eign Trade. Urban and Farm Mortgage Banking. Bank Investments. RE 
Written in a clear, comprehensive style, the text emphasizes the de- Th 


scription and explanation of money, credit, credit instruments, com- 


mercial banking, and other allied subjects. As a further aid to study, 2 
the authors have systematically interspersed the more difficult chapters Th 
among the easier ones. 
633 pp. Pub. 1953 Text price $6.95 Ti 
To receive approval copies promptly, write: BOX 903 
an 
Englewood Cliffs, New Jersey 
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THE JOURNAL OF BUSINESS 


GRADUATE SCHOOL OF BUSINESS, UNIVERSITY OF CHICAGO, CHICAGO 37, ILLINOIS 


Volume XXXII Number 4 
Price Variations Among Automobile Dealers in Chicago, Illinois............. Allen F. Jung 


Psychological and Objective Factors in the Prediction of Brand Choice: Ford Versus Chevrolet 
Franklin B. Evans 


Price-Level Changes and Capital Consumption Allowances............. Paul A. Van Lierde 
The Per Diem Freight-Car Rate and Railroad Efficiency—The Short-Run Problem 

Burton A. Weisbrod 
Book Reviews 
Books Received 


Notes: University Schools of Business 


The JOURNAL OF BUSINESS is published quarterly by the Graduate School of Business of 
the University of Chicago. Subscriptions are $6.00 per year and should be addressed to the 
JOURNAL OF BUSINESS, Graduate School of Business, her pag a of Chicago. Editorial 
correspondence (manuscripts i in duplicate) should be addressed to Irving Schweiger, Editor, 
JOURNAL OF BUSINESS, at the same address 


The American Economic Review 


Volume XLIX DECEMBER 1959 Number 5 
ARTICLES 
Choosing Among Alternative Public Investments . . . . . =... « « « P.O, Steiner 
Relative Income Sharesin Factand Theory . . ....... +. =.=. =. . « « « « J, B. Kravis 
Manufacturers’ Inventory Investment, 1947-58 . . . ae 
Planning with Material Balances. . . . . . . 
Competition and Growth: West Germany . . . ....... « « « « « «Egon Sohmen 
Man-Land Equalization through Migration . . . . . . . ..... . « « « F,T. Bachmura 
REVIEW ARTICLE J 
COMMUNICATIONS 
Soviet and American Inventory-Output Ratios . . . . 
The Wage-Push Inflation ahuen 1950-1957: 
Time-Preference and 
Reply " . W. Leontief 


The AMERICAN ECONOMIC REVIEW, a quarterly, is the official publication of the American Economic Association 
and is sent to all members. The annual dues are six dollars. Addrese editorial communications to Dr. Bernard F. Haley, 
Editor, AMERICAN ECONOMIC REVIEW, Stanford University, Room 220, Stanford, eas: for information con- 

other publications and activities of the "Association, communicate with the Secretary-T reasurer, Dr. James Washing- 
ton Bell, American Economic Association, Northwestern University, Evanston, Illinois. Send for information booklet. 
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JOURNAL OF THE AMERICAN STATISTICAL ASSOCIATION 


Volume 54 DECEMBER, 1959 Number 288 


Tables for the Sign Test When Observations Are Estimates of Binominal Parameters................... ArtTuur Congy 


Problems in Estimating Federal Government Expenditures M. 


Analysis of Vital Statistics by Census J. Courter anp GURALNICE 


Matrix Inversion, Its Interest and Application in Analysis of Data................ B. G. Greenserc ano L. E. Sagnay 
A Check on Gross Errors in Certain Variance Computations. Hyman B. Karts 
Automatic Programming for Automatic Computers............ O. Locss 


Comparison of Estimates of Circular Probable Error 
A Note of Mean Square Successive Differences... J. N. K. Rao 


For further information, please contact the 


AMERICAN STATISTICAL ASSOCIATION 
1757 K STREET, N.W. WASHINGTON 6, D.C, 


AMERICAN FINANCE ASSOCIATION 
MEMBERSHIP AND DUES 


Active Membership is limited to individuals. Dues are $5.00 annually and 
include the subscription to the Journal of Finance. 


Subscribing Membership is open to institutions as well as individuals. Dues 
are $10.00 or more for individuals and $25.00 or more for institutions and 
include the subscription to the Journal of Finance. 


To George E. Hassett, Jr., Secretary-Treasurer 
AMERICAN FINANCE ASSOCIATION 
Graduate School of Business Administration 
New York University 
9° Trinity Place, New York City 


active 
I desire to become an ~ ae member of the American Finance Association, 
and enclose herewith my check for $........................ in payment of dues for the year 1959, 


of which amount $3.00 is for a year’s subscription to the Journal of Finance. 


Name. 
Mailing Address. 
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Vinpoortant New 
McGrau-Aill Sooke 


STANDARD COSTS FOR MANUFACTURING 
New Third Edition 
By Stanuey B. Henrict. McGraw-Hill Accounting Series. Ready in March. 


As before, this book gives the reader as much practical information as possible on 
how standard costs operate, how they are used, and how a standard-cost system is 
installed. The approach is general; an effort has been made to consider alternative 
methods when necessary. Many new materials have been included. The revision is 
marked by compact and orderly presentation, realistic practical illustrative ex- 
amples, and a complete presentation of “‘How to set and use standards.” 


AUDITING PRINCIPLES 


By Wiuu1aM B. Jencxs, The Ohio State University. McGraw-Hill Accounting 
Series. Ready in January. 


This text presents the principles and methods of conducting an examination of a 
business for the purpose of expressing a professional opinion as to the fairness of its 
financial statements. Its scope includes the history, ethics and liability of the ac- 
counting profession, the examination procedures, and methods of reporting the 
results of the examination. Such income and expense accounts as are related to the 
examination of the balance sheet accounts are integrated into the discussion, with 
separate coverage being given the remaining operating accounts. 


THEORY OF PUBLIC FINANCE: A Study in Public Economy 
By Ricuarp A. Muscrave, University of Michigan. 628 pages, $12.50 


This graduate reference volume offers the first comprehensive treatment of the 
theory of public finance in modern economics. It develops a general framework for 
a normative theory of tax and expenditure determination, and undertakes a system- 
atic analysis of the effects of budget policy upon the economy. Care is taken to relate 
the classical problems of fiscal effects upon resource allocation and income distribu- 
tion to the newer problems of fiscal effects upon economic stability and growth. 


INVESTMENT MANAGEMENT: A Casebook 
By Georce E. Bares, Harvard University. 433 pages, $7.75 


A carefully selected set of 47 actual cases in the field of investment management. 
The cases have been selected from among several hundred which have been collected 
at Harvard in this general area. All have been tried in class, and selections have been 
made with this experience in mind. The purpose of this book is to supply a need for 
materials required for instruction in investment management by the case method. 


McGRAW-HILL BOOK COMPANY, INC. 
330 West 42nd Street New York 36, N.Y. approval 
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Publication of: 


CORPORATE FINANCIAL MANAGEMENT 


By RAYMOND P. KENT, University of Notre Dame 


In this new volume on Corporation and Business Finance, the student learns 
what circumstances must be analyzed for intelligent decision making re- 
garding financial policy, and why given courses of action should be adopted 
rather than alternative ones. 


A balanced coverage is given to both internal financial management and 
to external financing. The point of view of financial managers is emphasized 
throughout—the principles they must apply, the problems they face, and 
the policy choices with which they must grapple. 
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Other Tnwin Finance “Texte: 


PERSONAL FINANCE REVISED EDITION 


Principles and Case Problems 
By JEROME B. COHEN and ARTHUR W. HANSON 


BASIC BUSINESS FINANCE 


Text and Cases 
By PEARSON HUNT, CHARLES M. WILLIAMS, and GORDON DONALDSON 


CASE PROBLEMS IN FINANCE THIRD EDITION 


By PEARSON HUNT, CHARLES M. WILLIAMS, JAMES T. S. PORTERFIELD, 
LEONARD C. R. LANGER, and ROBERT F. VAND =LL 


MODERN CORPORATION FINANCE FOURTH EDITION 
By WILLIAM H. HUSBAND and JAMES C. DOCKERAY 


MONEY AND BANKING SIXTH EDITION 
By CHARLES L. PRATHER 


J RICHARD D. IRWIN, INC. 


HOMEWOOD, ILLINOIS 
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